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rulation of the banks and their 
affiliates may improve the quality of 


vestment banking, to the extent that 
upervision can be exercised, and, there- 
that the examination, publicity 

ind regulation of affiliate and bank 
yperations in securities seems closer to 
the desired solution than does the 
abolition thereof. These conclusions are 
trengthened by the handicap which 


would be placed on the satisfying of 


now the most important organizations 
in the investment banking field, were 
to be removed from it. 

It is not claimed that banks should 
enter the security business, originally; 
in the present condition of banking and 
investment machinery, however, it is 
believed that the regulation of these 
organizations is wiser than their aboli- 
tion. 
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Essential Business News 


Every business day is full of news . . . tons of printed mat- 
ter bearing information vital to your daily activities. It's 
an endless task to dig out facts you need. 


“The Business Week’’ cuts into this mountain of news 
and reveals the important facts. It brings you a new ser- 
vice—assembling, unifying, condensing and interpreting 
the essence of news that relates to industry and finance. 





SIGNIFICANT NEWS 

The editors of The Business Week collect, investigate, and seek 
all available news and factual information of and about business, 
retain only the significant, and present it in approximately 75 short, 
succinct weekly items. 


WHAT THE NEWS MEANS 
Interpreting the news is a major function of this journal. . . its 
editors have the time, training, judgment and facilities to probe the 
re lation ship of one item to another, and to point out its significance. 


FOREIGN NEWS 

You will find the salient features of the week’s news of business 
abroad in The Business Week. This publication maintains a corps of 
salaried observers and correspondents in the principal foreign 
capitals and business centers. 


HOW’S BUSINESS? 

Every week the answer to this question is crystallized and 
indicated by the now famous ‘‘thermometer” on the front cover 
of The Business Week. It is the first composite weekly index of 
general business activity ever developed. 


FACTS—NOT FIGURES 

The Business Week does not deal in statistics, but it does concern 
itself with what the statistics mean. Its economists deal witk all 
available and reliable figures as indicators of trends and conditions. 


MONEY AND THE MARKETS 
Every week The Business Week presents a concrete interpretation 
f the underlying financial situation. It makes no attempt to replace 
the usefulness of the professional banking journals to the banker; 
oes not presume to be an “‘advisor”’ or a “‘tipsheet.”” What it 
du yes is to observe, collect, and correlate the week’s significant 
developments; to present them in brief, related, composite 
summation. 


EDITORIAL STAMINA 
le Business Week takes a sane, progressive, ye oe position 
the business issues of the day. Its editorials are characterized by 
conviction, definiteness of point of view, and distinctive pence 
never on the business fence. 


EASY TO READ 

Clear, legible, well-spaced type and liberal white margins help 
make The Business Week easy to read. Its style, is clear, concise, co- 
herent; its make-up is free from continuations ‘‘on page so-and-so.” 


FAST—THOROUGH 

To press Thursday night, on its way to subscribers Friday and 
Saturday—The Business Week has set a record in periodical 
publishing. 


BRIEF—TIME SAVING 

The clear journalistic style of writing The Business Week is 
characterized by the art of condensation. Its brevity is achieved by 
hard work and long experience 





You will like ‘“*The Business Week.”’ Its staff of well- 
known editors, economists and business specialists pack 
the pages with pertinent, interesting, authentic material. 


Executives are invited to send for a sample copy 
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STEEL 
By ROBERT E. BAKER AND HAROLD R. MOORHOUSE 


HREE years of world-wide, cata- 
strophic depression have passed, 
and at the time this article is writ- 
ten (October, 1932), the iron and steel 
industry shows signs of slight, though 
ibly seasonal, recovery from the 
west comparable level ever recorded. 
The importance of these metals is not 
lways appreciated. ‘There are no sub- 
titutes. Without them we should not 
today live in houses, print books, 
nsport goods—we should revert to 
avagery. While the survival of the 
industry is not in question, it is impor- 
tant to reach some conclusion as to 
the probable extent of future improve- 
ent, its time period, the nature of 
demand, and the products re- 
quired to supply such demand. 

We have had prophecies as to the 
future of industry in general, and of 
specific industries in particular, most 
ot which have left the prophets without 
Accuracy of forecasting has 
been rendered doubly difficult by the 

Statistics assume less im- 
Repetition of past perform- 


t 


future 


honor. 


aepression. 


1 tf oats 
} rlance, 


133 





-_ _ 


ance cannot be safely assumed. Tech- 
nological development during the de- 
pression period may displace existing 
production equipment and products. 
Despite such uncertainties, the extent 
to which industry, commerce, and the 
every day life of the individual are 
dependent on these metals justifies an 
endeavor to visualize the future of this 
vital industry. 

It appears very safe to make cer- 
tain predictions. From a minimum of 
13% of capacity, ingot production has 
now to 20%, the rise being 
partially seasonal. On this percent- 
age of production, what we are pleased 
to call our civilization could hardly 
be maintained, and nearly twice such 
production would be essential to the 
mere maintenance of our present living 
standards. If these things—civiliza- 
tion and living standards—are to be 
maintained, we may expect consider- 
able increase in production and con- 
sumption of steel in the near future. 
A further reason for anticipating a 
nearby increase is to be found in the 


risen 














fact that production recently has fallen 
below the requirement for replacing 
wear and tear and corrosion. And, 
adding to these the failure of railroads 
and industry to apply maintenance dur- 
ing the depression, an increase in steel 
production appears assured, although 
profit on the capital employed in the 
industry may be deferred for a con- 
siderable period. 


Past Trends in the Industry 


A backward glance appears to justify 
the statement that this depression 
is unprecedented, at least in so far as 
it applies to the steel industry. The 
“Panic of ’73”’ is the nearest compara- 
ble depression period. Pig-iron pro- 
duction of 2,550,000 tons in 1873 
declined by 27% in the following 
three years. In 1929 we produced 
over 56,400,000 tons of steel—a record. 
In 1932 we shall probably produce 
13,500,000 tons of steel ingots, a three- 
year decline of 75%. Due to the 
change in living and other standards, 
comparisons of 1873-76 and 1929-32 
are only of statistical interest. If we 
assume total production for 1932 at 
13,500,000 tons, we must go back to 
the depression year 1901 to record a 
smaller annual output. In that year 
the automobile and skyscraper were 
still novelties. 

Quite naturally the depression has 
affected the iron-ore industry. Since 
all iron and steel must originally be 
derived from ore, it might be assumed 
that the decline in production of one 
would parallel that of the other, but 
this does not prove to be true. In the 
past twenty years, the Lake Superior 
district produced 84% of our iron ore. 
Shipments from this district during 
this period were about 51,000,000 tons 
annually, with a peak of 66,672,000 
tons in 1916. In 1929 about the same 
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tonnage was shipped. The tonnage 
of iron ore likely to be delivered to 
lower Lake Erie and Lake Michigan 
ports in 1932 will not exceed 3,650,000, 
compared with 63,299,000 tons in 1929 
—a decline of nearly 94% to a ridic. 
ulously low figure. Consumption of 
iron ore will probably be about 23,000, 
ooo tons in 1932, a tonnage which js 
being taken largely from stock piles 
in furnace yards. However, even if 
only 3,650,000 tons are sent down the 
lakes in 1932, the ore tonnage on blast- 
furnace yards will equal nearly 30,000,- 
ooo tons on January I, 1933. 

In 1931 there were actually more tons 
of steel produced than of ore melted, 
although it requires over two and one- 
quarter tons of ore to produce a ton 
of steel ingots. This anachronism is 
accounted for through increased use of 
scrap offsetting pig iron which requires 
ore. We have apparently become less 
dependent upon iron ore. 

About 1900 we definitely passed 
from an “iron age” to a “‘steel age.” 
By 1900 we had completed the era of 
railroad building, and the zenith of 
interurban electric-railroad construc- 


tion was over by 1905. The auto- 
mobile, the pipe line, and _ the 
multi-story steel building offset all 


losses in consumption and increased the 
demand. The extent to which these 
industries grew—and possibly reached 
maturity in 1929—is history. Electric 
refrigerators, radios, washing machines, 
and many domestic and_ industrial 
appliances contributed to the halcyon 
period after the World War and, 
besides the pent-up demand for steel 
resulting from the War, remained as 
additional wants to be satisfied. 

One of our leading technical journals’ 
shows our average annual per capita 





1 Steel, July 4, 1932. 

















Se 








—— yy 


THE 





el production to have risen between 


+ 
SLA 


1900 and 1929 from 370 to 995 pounds. 


For 1932 it should have been 1,035 
unds, and on the same basis we 
uld consume about 1,200 pounds 
But in the belt-tightening 
ression year of 1932 we are existing 
about 280 pounds per capita. Is the 
average annual per capita consumption 


the period 1900-1929 a criterion? 


When, if ever, will the average per capita 
consumption of 1929 be resumed? 
What form—what products of the 
industry—will the new demand take? 


Upon these intangibles the attention of 
the management of the steel industry is 
now focused. 

Again looking into the past we find 
that steel consumption as measured 
by total output was greater in the 
water, gas and oil industries in 1931 
than at any other time since 1923, that 
proportion of exports to production 
was lower than for over ten years, and 
that the proportion of the total con- 
sumption taken by “other industries,’ 
ncluding a multitude of small indus- 
tries and retailers, was higher than at 
any other time in ten years. This last 
is significant. Consumption by all in- 
dustry in 1932 will be lower than in 
1931, and consumption by heavy indus- 
try will be much lower. Since 1923, 
there has been a steady decline in ton- 
consumed by the railroads; rail- 
roads consumed 31 % ot steel production 


nage 


1 


in 1923 and 14.65% in 1931, a decline 
of over 50% in that period. Evidently 
to the steel industry the “railroad 
problem” is not a new one. No 


industry is more profoundly affected 
by inability of railroads to purchase 
than the steel industry. 

This year there are over 23,000,000 
automobiles registered in the United 
States. By the end of 1932 over 9,000,- 
000 will be over four years old, and 
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over 4,000,000 more than five years old. 
Production of all motor vehicles in 
North America will not exceed 1,400,000 
inI932. Weshall probably see a reduc- 
tion in registrations and certainly an 
increase in automobile production in 
1933. Trend to lighter cars will prob- 
ably continue with reduction in steel 
consumption per unit. 

Beginning in 1918 and extending to 
193I, an enormous volume of steel 
was consumed in the construction of 
residential, apartment, office, and pub- 
lic structures. With the exception of 
1921 the trend was definitely upward. 
In 1931 the percentage of steel con- 
sumed for building purposes exceeded 
any other major industry. Except 
in certain classes of residential struc- 
tures, no nearby demand exists. But 
there does exist a large and increasing 
requirement for repair and moderniza- 
tion of existing buildings which will to 
a considerable extent offset the loss of 
steel consumption for new structures 
over the next several years. 

There is economic justification for 
employing long-distance pipe lines for 
transport of gas, gasoline and oil. 
Cost of transporting gasoline by pipe 
is about 50% of existing rail-freight 
cost. We may reasonably expect in- 
creasing consumption of steel in the 
oil, gas and water industries over the 
next five years. 

Export Possibilities 

Export possibilities for iron and steel 
hold little prospect for the nearby 
future. Exports will very likely be 
confined to machinery and some forms 
of finished steel. ‘To increase steel 
exports credit extension is an essential, 
and such credits in any considerable 
volume are unobtainable at present. 

There is substantially no iron or steel 
produced in Mexico, Central America 
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or South America. Export possibilities 
of magnitude exist in this field if, and 
when, conditions in Latin America 
become stable. Canada has been and, 
despite recently interposed obstacles, 
will probably remain our largest foreign 
customer for finished steel and ma- 
chinery, although the tonnage taken 
will likely decrease in the near future. 
Canada has ample production facilities 
and raw materials for her own needs; 
but it is a large country, and facilities 
are poorly located for the distribution 
of products. The nations of Europe 
produce iron and steel in excess of 
their own requirements. With the ex- 
ception of Russia, all have exportable 
surpluses. Russia, including Siberia, 
has the largest raw-material resources 
in the world, and since 1927 she has 
more than doubled her steel output. 
In the same period, production in 
other countries declined from 40% to 
60%. Despite her intensive efforts to 
attain self-sufficiency, Russia is our 
best potential outlet for finished steel 
in the near future—again providing 
credit is made available, which at 
present appears most unlikely. China 
possesses excellent ore and coal de- 
posits and there are several plants on 
the upper Yangste River, but present 
production is negligible. Japan lacks 
ore and coal to support an iron industry. 
In Manchuria, the South Manchurian 
Railroad has an excellent iron-produc- 
ing property. India has several mod- 
ern iron and steel plants, fine ore and 
coal, and extremely low production 
costs. A large portion of India’s iron 
production is exported. Africa, both 
north and south, has large ore deposits 
but lacks coal. Only one plant, of 
recent construction, is located in South 
Africa. Australia has two steel-pro- 
ducing plants, excellent ore and coal, 


and produces in excess of domestic 
requirements. 

We are a backward nation in stee] 
exports. In 1922, exports of finished 
rolled steel amounted to 7.83 % of total 
production, compared with 5.83% in 
1929, 4.34% in 1930, and 4.10% in 
1931. 

Throughout the world an extreme 
nationalism has arisen. Tariff and 
import-quota barriers have been estab- 
lished. Two-thirds of the nations are 
provided with facilities to meet their 
domestic requirements in iron and 
steel, and many, like ourselves, have 
an exportable surplus. Apparently we 
shall do well if we prevent foreign iron 
from displacing our domestic produc- 
tion in our home market. Within the 
present month, and despite low price 
conditions, Scotch, Indian, and Man- 
churian iron has entered the United 
States. Unless something wholly un- 
foreseen occurs, export of steel products 
will not contribute to an improvement 
in the industry within the next five 
years. 


Plant Location 


The history of the iron and steel 
industry shows a continuous westward 
drift in production and consuming 
centers. Originating in Massachusetts 
and Virginia, the industry moved to the 
Monongahela Valley, thence to Pitts- 
burgh and the Mahoning Valley, and 
in later years to the large consuming 
areas centering around Birmingham, 
Chicago, Cleveland, and Detroit. 

The most important considerations 
affecting plant location are assembly 
cost of raw materials and proximity 
to markets. Additional considerations 
are water supply, labor, transportation 
facilities, and ability to dispose of such 
by-products as coke-oven gas, electric 
power, slag, etc. 
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[he importance of assembly cost of 
-w materials is evidenced in the follow- 


o table: 


TABLE I. 
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classed as a production center, will 
in the future assume considerable im- 
portance due to its geographical loca- 


AssemBLy Costs oF Raw MareERIALs 





for Iron Ore, Limestone 
and Coke 
(Based on Use of 100% 
Ore Burden of 51.5 
Natural Iron Content) 


Pig Iron Assembly Costs | 


| 


Pig Iron Assembly Costs 
for Iron Ore, Limestone 
and Coke 
(Based on Use of Scrap- 
ore Burden) f 


Steel Ingotst 
(Produced in Open- 
hearth Furnaces) 





























| 
} 
| 
| | 
Rail* Rail-water Rail* Rail-water Rail* | Rail-water 
: —— 
| | | 
Youngstown ja $7.798 $7.438 $6.66 $6.33 | $3.89 | $3.71 
Pittsburgh 9.215 6.559 7.65 s.27 | 464 | 3.20 
Cleveland .| 6.630 6.500 38 5.14 3.03 3.00 
Buffalo 7.450 6.410 6.15 5.2 3.55 3.07 
Detroit 7.910 6.450 ee 4.18 | 3.04 2.45 
Chicago | 8.050 6.920 5.93 5.05 3.44 2.94 
St. Louis ; OO Ba eaxie ‘ 4.89 Perry e 3.06 
| | | 
* All rail except for transport of iron ore by vessel to distribution or forwarding point on the lakes. ; ; 
+ Amount of scrap used in burden estimated for each district according to desirability and availability of this material. 
| Desir ility and availability factors computed from the average prices of suitable scrap in the several districts for the years 
t Th se assembly costs have been set up on the basis that the companies in each district use the same amount of steel 


This practice is not followed in actual open-hearth operation. 
l In Detroit, for example, there is a considerable amount of scrap available at a lower 
Steel scrap suitable for use in producing open-hearth steel is normally about $4 


t a lower price than for pig iron. 
han in other steel-producing centers. 
heaper in Detroit than in Youngstown. 


The advantages accruing from water 
transport, or a combination of rail and 
water transportation, over all rail haul- 
age, is clearly evident. It is apparent 
that lack of water-transport facilities 
militates against the Mahoning Valley 
as a production center. A Lake Erie 
to Pittsburgh waterway would go far 
correction of this obstacle to 
its progress. As regards the steel- 
making capacity of the United States, 
Table 2 indicates the relative impor- 
tance of the various producing districts.? 

Pittsburgh, due principally to cheap 

ssembly costs, particularly of coal 
received by water, retains leadership 
in productive capacity. Chicago and 
Cleveland are becoming more impor- 
tant. Detroit, although not now 


in the 


*Iron Age, January 1, 1931. No _ substantial 


ange has occurred since this time. 


_- -_ 
———— ae _ 





The amount of scrap depends on the availability of this 
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TABLE 2. 





Total Finished 


| 
Total Ingots | Rolled Product 
} 














| 
Tons | % Tons % 

Pittsburgh. —_ 24.3/14,594,100] 26.11 
Chicago. 13, 386,800] 20.2/11,937,100] 21.36 
Valleys...... 7,966, 000) 12.0} 6, 440, 600] 11.52 
Philadelphia 7, 863,400] 11.9] 6,331,000) 11.33 
Cleveland. 7,699,600] 11.6] 5,533,000} 9.90 
Wheeling 3,246,600] 4.9] 2,547,600] 4.56 
Buffalo. . 2,839,000] 4.3 2,207,600) 3.95 
Southern. . | 2,137,000] 3.2) 1,758,100) 3.15 
Ohio River 1,874,700) 2.8] 1,437,000] 2.57 
Western. . 1,819,400) 2.7, 1,422,900] 2.55 
St. Louis. 910,000] 1.4 930,800} 1.67 
Eastern. .. 483,100! 0.7| 762,400] 1.36 

TOTAL. .. . . 66, 361, 700/100.0 seit Whi 
tion midway between the ore mines 


and coal fields, and as the largest con- 
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suming center for high-finished steel 
in the world. 


Overcapacity and Market Prices 


It appears unlikely that any new 
iron-making capacity (blast furnaces) 
will be constructed in the United States 
during the next five years, unless such 
construction is for the purpose of dis- 
placing existing obsolete furnaces. It 
appears certain that no additions will 
be made to merchant blast-furnace 
capacity, 1.¢., furnaces for production 
of merchant pig iron and not constit- 
uent parts of an integrated steel-pro- 
ducing plant. Pig-iron requirements 
of iron and steel foundries, and of 
such steel makers as do not now possess 
blast furnaces, can very well be supplied 
by existing merchant-iron producers, 
supplemented by the iron production 
of the larger steel companies which 
have excess iron-making capacity. 
These latter, in effect, now control the 
merchant-iron market. 

As a precedent to any prediction as 
to the future, however, it is advisable 
to consider carefully where the industry 
stands today, its productive capacity, 
and the condition of its plants. 

The present condition of the industry 
is largely due to an unwise expansion 
policy. Existing productive capacity 
is greatly in excess of probable require- 
ments during the next five years. Our 
annual ingot capacity is nearly 70,000,- 
000 tons, yet between 1922 and 1928 we 
employed only 64% of the present 
capacity, although in that period we 
made large increases in_ steel-plant 
equipment. Idle capacity will con- 
tinue to burden the industry and will in 
some cases require readjustment of 
capital and downward revision in labor 
rates. Provision of additional facilities 
has continued almost up to the present 
time, a total of 1,750,000 tons of rolling- 




































mill capacity having been completed 
in 1932. 

During the depression, maintenance 
has been dangerously curtailed, both — 
on partially operating and idle plants, © 
Deterioration of a blast furnace or; © 
steel plant during an idle period j; 
almost equal to that in an operating 
period. ; 

‘The steel industry has its marginal — 
producers whose operations are profit. _ 
able only in good times. It is probable 
that many such concerns will not 
survive the present period. It has 
been a policy of the larger, integrated 
concerns, during and following a depres- 
sion period, to abandon and dismantle — 
their obsolete or less modern equip- 
ment. The effect in both cases js 
beneficial in reducing potential capacity 
in the industry and in eliminating com- 
petition from uneconomic properties. 

The market price of steel products 
has, compared to other basic commodi- 
ties, suffered only a comparatively 
slight decline in the past five years. 
Iron and steel prices were really low in 
1929. They have shown a declining | 
trend since 1923. The average com- 
posite price of pig iron in 1923 was 
$26.30 per ton, in the boom year of 
1929 it was $18.43, in 1931 it was 
$15.51, and the average price for the 
first eight months of 1932 was $14.20. 
Contrast this with copper at 14.61¢ 
per pound in 1923 and 18.23¢ in 1929, 
or wheat at $1.17 per bushel (Chicago) 
in 1923 and $1.31 in 1929. Similarly, 
the average of all finished steel was 
2.74¢ per pound in 1923, was 2.39¢ in 
1929, and 2.12¢ in 1931. From 1926 
to 1932, finished steel declined 19% 
in price, against 31.5% for all other 
commodities, eliminating agricultural 
products. In fact, with slight varia- 
tions, steel products have declined in 
price since 1917. It is evident that 
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price-wise the steel industry has been 
na depression for the past ten years. 

Since the World War, the iron and 

| industry has had no inventory or 
visible supply which could seriously 
affect its market. In this respect the 
industry differs greatly from many of 
the basic-commodity industries. With 
the exception of excessive stocks of 
iron ore on furnace yards, and some 
excess pig iron, the producer is bare of 
inventory. 

It is evident that excess productive 
capacity, with reduction in demand 
rather than price decline, have de- 
pressed this industry. It is unseemly 
to expect more than a slight price 
improvement over a considerable future 


period. 


Technological Developments and 
Production Costs 


For the past twenty-five years the 
trend has constantly been toward larger 
units of production—larger blast fur- 
naces, open-hearth furnaces, and rolling 
The capacity of such units to 
produce iron and steel has increased 
100% or more in that period, and labor 
requirement for producing this in- 
creased tonnage has decreased in the 
same period by at least 65%. It is 
unlikely that the unit capacity of such 
facilities will be subject to any further 
increase in the near future. ‘The eco- 
nomical limits of unit production ap- 
pear to have been reached, and even 
passed. 

While, as has been shown, the pro- 
ductive capacity now far exceeds ability 
to consume, it is probable that we may 
see the installation of additional pro- 
ductive capacity in the coming five- 
year period, particularly for producing 
finished steel. Recent technical devel- 
opments of equipment for producing 
smaller tonnages of steel with lower 


<j 
mills. 
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capital investment, and at costs ap- 
proximating those obtained with larger- 
unit production, seem certain to find 
adoption, particularly so in produc- 
tion of finished steel. Finished steel 
goes direct to fabricators, or through 
retailers to the ultimate consumer. 
These new, flexible-production facilities 
fit well with the times, especially in 
that they assist in maintaining lowered 
inventories of the consumer and pro- 
ducer. Even at a slightly increased 
production compared with 
similar units of larger capacity, their 
earning power may be greater. The 
increases in productive capacity made 
by these means may render obsolete 
and destroy the capital investment in 
some of the larger production units, 
even though such units be of rather 
recent installation. 

Welding and cutting of steel as arts 
have advanced. Fabrication rather 
than production methods will probably 
be further applied in the steel industry. 
By such means steel fabrication at the 
point of production may increase, with 
resultant lowering of building costs, and 
reduction of excessive building-labor 
costs. 

In general, the result of technological 
development in production methods 
over the past three years may exert a 
rather profound effect on present capi- 
tal investment in the industry. 

New products and processes of im- 
portance which have been commercially 
introduced into the industry during the 
past several years include stainless and 
special-alloy steel, the continuous strip- 
sheet mill, and welded steel pipe. 
Noncorrosive steel finds particular ap- 
plication in automotive, furniture, and 
building industries as well as in a host 
of minor applications. With any con- 
siderable reduction in its cost, use 
would undoubtedly show marked in- 


cost as 
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crease. The development of welded 
pipe rendered possible the economical 
construction of large and long-distance 
pipe lines. The introduction of field 
welding of pipe joints increased the 
construction possibilities in pipe-line 
construction. We may confidently 
look forward to an increase in the con- 
sumption and use of welded pipe of all 
sizes and for all purposes in the future. 

The four-high continuous mill for 
sheet production has no equal in low- 
cost production possibilities where large 
tonnages are involved. Such mills are 
capable of producing up to 50,000 tons 
per month. The high capital cost of 
such a mill and the difficulty of obtain- 
ing sufficient tonnage to insure its 
employment will probably militate 
against further installations in the near 
future. 

The depression has stimulated the 
interest of executives in the possibilities 
of new developments, particularly in 
equipment for low-cost production of 
moderate tonnages and in new produc- 
tion methods and products. During 
the depression period, experiment and 
research have continued and will cer- 
tainly result in the introduction of new 
equipment and processes both in the 
production and rolling of steel, with an 
adverse effect on capital invested in 
existing equipment. These develop- 
ments will find particular application in 
flat rolled-steel products and pipe, and 
to some extent in wire, rods and struc- 
tural shapes. 

While engineers and plant operators 
have been successful in their efforts to 
effect cost reductions, little has been 
accomplished in the prevention of ill- 
advised expansion of plants beyond the 
needs of the industry. Much must 
be done along this line before the 
capital in this industry can obtain a 
satisfactory return. Although we may 


express the sincere hope that this 
accomplishment is obtainable without 
governmental intervention, we confess 
that results by other means are not now 
discernible. 


Financial Aspect of the Industry 


Let us consider the financial aspect 
of the industry. Assets and liabilities 
of 29 principal iron and steel companies 
were about $4,800,000,000 on December 
31, 1931. The depreciated property 
account was $3,432,000,000, compared 
with funded and long-term debts of 
$678,000,000. Current assets were 
over $1,000,000,000, against current 
liabilities of $158,000,000, a current 
asset ratio of 6.8. Cash and equivalent 
were $306,000,000. Invested capital— 
bonds, capital reserves, common and 
preferred stock, and _ surplus—was 
$4,591,000,000. Here we have the fis- 
cal cross-section of about four-fifths of 
the industry. 

The return on invested capital in the 
steel industry over the past ten years 
has not been satisfactory. The indus- 
try has been more a “‘pauper” than a 
*‘prince”’ as to earnings in that period. 
The return on_ invested capital 
amounted to 6.1% in 1928, 9.3% in 
1929, 4.8% in 1930, 0.5% in 1931, and 
no return in 1932. To equal a 6% 
return on invested capital we must 
again attain the status of 1928, in 
which year we produced and sold over 
three and one-half times the tonnage of 
steel we shall produce and sell in 1932, 
and at higher prices. 

Let us consider the possibilities to be 
obtained by a fully integrated concern 
of great magnitude—the United States 
Steel Corporation. In 1927 it operated 
at 77.8% of its capacity and earned 
4.5% on its invested capital. It rose 
to 87.2% of capacity in 1929—prob- 
ably a peak condition—and earned 
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on its investment. In 1931, op- 
ns of the United States Steel 
ration had fallen to 35.9%, with 
rnings on capital of only 0.8%. In 
:2 there will be no substantial 
The industry is not faced with any 
urmountable difficulties as to long- 


term maturities over the next five years. 


The maturities of the 29 leading con- 


‘ns referred to approximate $23,- 


000,000 in 1933, only $4,000,000 in 
1934, $23,000,000 in 1935, $37,000,000 


1936, and $13,000,000 in 1937, a 
tal for the period of about $100,000,- 


50. The maturing issues are small in 


Dee 


unt and, if expected improvement 
urs, no particular difficulty should 
encountered in payment or refund- 
g, although possibly not on an equally 
rable basis. 
1 p to the present time no important, 
major, concern in the industry has 
n forced into receivership, and only 


ne nonintegrated company of any 


il 


ize is now under judicial control. But 


ided improvement in business condi- 
in the next year is essential to 
ble some companies to meet interest 
ments and preserve working-capital 
ulrements. 
hanges in methods of production, 
nsport, and distribution within re- 
nt years have caused great losses in 
pital invested in industry in the 


r7~ 


nited States, and from such losses the 


] 


industry has not been immune. 
nmercial obsolescence of production 
ilities, particularly in finished-steel 
lucts—sheets, pipe, and to a lesser 
‘ree in wire—have taken a consider- 

toll of capital. Reserves in the 
lustry, while apparently ample, are 

xcessive if one considers the de- 

ive possibilities to invested capital 
sia from technical development in 
art. Recent and impending im- 











provements will probably make much 
equipment, “good of its kind,’ wholly 
obsolete. 

Investment in units adapted to large- 
tonnage production will likely suffer 
some loss in the nearby period. Profit- 
able operation at reduced tonnages 
will be difficult or impossible. 

This period of economic stress has, 
however, through necessity, conferred 
some benefits on the industry. Costs 
have been maintained, or decreased, 
on low volumes of production. Ability 
of some large units to operate success- 
fully on low volumes has been proven. 
Modern blast furnaces of 800 to 1,000 
tons daily capacity have been operated 
at one-half, or even one-third, of the 
rated capacity, and even “banked” 
over week-ends, without marked in- 
crease in production cost or impairment 
of the quality of product. 

Since the tonnage capacity of the 
United States is certainly in excess 
of any foreseeable necessity, invest- 
ment in additional capacity is unjusti- 
fiable at this time. For example, in 
1931 we had 707 sheet and jobbing 
mills and 4 modern, continuous strip- 
sheet mills. Our annual sheet-steel 
capacity was 8,000,000 tons. In 1932 
two more continuous mills were built, 
increasing the country’s capacity to 
g,000,000 tons. Now, in the “‘boom” 
year 1929 we produced only 58% of 
this tonnage, in 1930 only 39%, and 
in 1931 only 28%. Other examples, 
particularly in rolled products, indicate 
the lack of necessity for expansion. 
Generally speaking, capital invested in 
modernization and cost reducing is 
likely to be well invested, and that in- 
vested in added production unjustified. 

Careful investigation seems to indi- 
cate that even strong, well integrated 
companies in this industry require 
operation at about 65% of capacity to 
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insure proper return on total invested 
capital (bonds, capital stock and sur- 
plus), and that even the best situated 
and best managed concern will require 
35% operation to earn anything on 
capital after application of proper 
depreciation charges. 


Probable Increased Steel Consumption 


Finally, and before attempting any 
forecast of the future, we may well con- 
sider the possible sources of business 
for the steel industry over the suc- 
ceeding five years. Unless there is 
a marked reduction in living stand- 
ards, there must be a marked increase 
in production. It seems likely that, 
although we may see rapid recovery 
from depression levels, a static condi- 
tion may be reached under former pro- 
duction levels, and that unless new 
and widespread application for steel 
products is found, per capita consump- 
tion will show considerable decline 
from former high levels over the next 
decade. 

In the next five-year period, large 
tonnages of iron and steel must go 
to maintain and rehabilitate railroads 
and industrial-production equipment. 
More will be used in modernization of 
buildings. Uncertainty of recovery has 
retarded such work to the point that 
further delay cannot be tolerated. 

The possibilities of long-distance 
pipe-line transportation are such that 
we may expect increases in use of steel 
for this purpose in this period, especially 
for natural-gas and gasoline transport. 
The extent to which this will occur will 
necessarily depend upon ability to 
obtain capital. At the present time 
there are 84,000 miles of natural-gas 
trunk lines in the United States. Steel 
requirement for a single gas line re- 
cently completed absorbed over 200,000 
tons of steel. There are already 3,510 


miles of gasoline pipe lines operating in 
this country, the longest about 1,500 
miles in length. 

Pipe-line transport of natural gas 
from remote fields to large consuming 
centers holds great future promise, 
Problems remaining are largely of dis- 
tribution, marketing, and profitable 
balancing of loads; the mechanical and 
construction problems have been 
solved. A large outlet for steel remains 
to be filled in connection with gasoline 
and natural-gas transport. 

Unless one believes that the 
American public will lose desire and 
ability to continue use of the automo- 
bile to a very large extent, then con- 
sumption of steel by automotive 
industries will show a large increase. 
When, and to what extent, this increase 
will occur depends upon restoration of 
the consumer’s purchasing power. 

Consumption of steel by the building 
and construction industry over the next 
several years does not promise great 
increase. Expansion in commercial or 
industrial structures is unnecessary. 

Since no apparent relationship exists 
between economics and politics, it may 
well be that government financing of 
housing projects, blighted-area extinc- 
tion, public works and self-liquidating 
projects may contribute in a large way 
to steel consumption in the near future, 
but the extent of such demand will no 
doubt be determined by business im- 
provement, or lack of it. 

Residence building normally ac- 
counts for 40% to 50% of total con- 
struction-contract awards. A growing 
deficiency exists in residential building 
which, upon improvement in economic 
and employment conditions, will call 
for satisfaction and will absorb a con- 
siderable quantity of steel, and may 
point the way to advancement in 
the entire building industry. The 
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“steel” house has been envisioned as a 
.ss product of the future. Advocates 
ot believe standardization will 
an obstacle to adoption. We 
rstand it is contemplated that 
mall, standardized steel-frame houses 
may be sold at from $3,500 to $4,600, 
mplete. Even though we assume 
that an appeal for this type of house is 
created, we can hardly expect that 
demand will be developed to such an 
xtent as to contribute largely to the 
nsumption of steel in the next five 


v¢ 


ears. 

Air conditioning, through applica- 
to existing residence, apartment, 
| office structures, is a possible outlet 

for a considerable tonnage of finished 

teel in this period. The sheet-steel 
requirement would be from one to two 

ns for a small house installation, to 
everal hundred tons for a large office 
or public building. However, any con- 
iderable application of air conditioning 
will probably await business improve- 
ment. 

Many other new uses for steel grow- 
ng out of the metal-furniture, metal- 
container and similar industries are 
possibilities, but not to the extent of 
those previously discussed. 


Summary 


There is little doubt that we have 
passed the lowest level of this depres- 
sion and have started to retrace our 
teps. Visibility is still poor, especially 

to the immediate future of heavy 
industry, but a long-range view offers a 
clearer picture. Unless some wholly 
inforseen condition of world-wide im- 

rtance should arise which would 
profoundly effect all industry and com- 
merce, our investigation indicates that 
the iron and steel industry may be 
expected to proceed along the following 


ines 


(1) We shall not soon again, if ever, 
see production decline to the low point 
of 1932. Production has now risen to 
approximately 20% of capacity. With 
occasional recessions the trend should 
be upward. The advance will probably 
be a slow one. Repercussions from 
domestic and foreign political actions 
may retard improvement of this, and 
all other, industry. Until the automo- 
tive, railroad and building industries 
reenter the market for steel in added 
volume, it is most improbable that we 
shall employ in excess of 25% of the 
capacity of the industry. Although at 
times production in the industry may 
rise above 60%, as measured in present 
ingot capacity, it is unlikely that 
average production will exceed that 
figure in the next five years. 

(2) The real back-log of potential 
business in the industry is at present 
confined to necessitous repair, mainte- 
nance, and replacement of existing 
structures and equipment. Substan- 
tially nothing beyond such require- 
ments can be expected until restoration 
of earning power of the individual is 
obtained. Employment in excess of 
50% of the capacity of the industry 
must await complete restoration of 
earnings to industry. 

(3) It appears unlikely that within 
this period any large increase in steel 
production will result due to demand 
from new industries or new develop- 
ments. Potential new outlets for steel, 
such as standardized residential struc- 
tures, air conditioning, and the like, 
require a considerable period for intro- 
duction and adoption, and all must 
await restoration of purchasing ability. 

(4) It may well be that projects 
financed by Federal, State and munici- 
pal funds will, within the next few 
years, contribute largely to employ- 
ment of this industry. It is possible 
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that the Reconstruction Finance Cor- 
poration may advance funds in volume 
for railroad maintenance. But de- 
mand from such sources will not be 
likely to continue if consumption by 
industry is resumed; the one will more 
likely offset the other. Prohibition 
modification, enabling reestablishment 
of the brewing and wine industries, will 
bring a considerable consumption of 
steel and machinery; the effect would 
be that of consumption by a new 
industry. 

(5) In this period the relative import- 
ance of geographical location will be 
fully demonstrated. Pittsburgh and 
Chicago will continue as_ principal 
centers. The Detroit-Toledo-South 
Michigan district will remain the 
world’s largest consumption center for 
finished steel, and some productive 
capacity may be added in this district, 
displacing production in other districts. 
Disadvantages of the Mahoning Valley 
will continue unless water transport 
from Lake Erie to Pittsburgh is made 
available. The Birmingham district 
will likely advance in importance and 
the eastern-seaboard section decline in 
this period. Ultimately, but not likely 
within this period, the St. Lawrence 
Canal will affect the districts contigu- 
ous to the Great Lakes. As we emerge 
from the depression, operating and 
earnings trends in various districts will 
more clearly than ever before indicate 
their relative importance. 

(6) No economic justification exists 
for increasing total productive capacity 
of the industry, and we believe that the 
effective capacity will decrease in this 
period. In 1922, production was 65% 
of capacity. By 1932, capacity was 
increased 21%, and production will be 
about 22% of capacity. We may in 


this period see the installation of con- 
siderable modern furnace and rolling- 


mill equipment, but we shall also see 
the demolition and displacement of an 
even larger amount of obsolete equip- 
ment. Worship of the false god of 
tonnage capacity will cease. 

(7) Export of steel products will not 
likely attain the average of the past 
ten years, and it certainly will not even 
approach that average unless foreign. 
tariff, quota and similar inhibitions are 
modified. But any reduction in our 
own tariffs will adversely affect the 
industry, particularly on our seaboards, 
Without protection, our wage standards 
in this industry cannot be maintained 
against the devaluated and depreciated 
currencies and lower living standards of 
Europe. 

(8) We must continue to look to the 
railroads and to the automotive, build- 
ing, and oil and gas industries, and 
above all the so-called “‘ miscellaneous 
users,” for consumption of the majority 
of steel production. No new develop- 
ment, device, or invention promises 
nearby consumption even approaching 
these older outlets. The depressed 
condition of this industry rests largely 
upon reduced consumption, and only 
with the return of purchasing power 
will these established consumers again 
absorb their normal quotas. 

(9) The insufficient return on in- 
vested capital which has been obtained 
in this industry during the past ten 
years—although some corporate units 
have not fared badly—will render it 
difficult in the near future to finance 
the industry except through senior 
securities. Adequacy of return on cap- 
ital requires reduction of productive 
capacity to something approximating 
demand. Not until this balance in 
consumption and demand is attained 
will capital in this industry obtain a 
proper return. Capital must, and will, 
be employed in modernizing facilities 
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is period, and such employment is 


d, although it will destroy much 
investment. Both borrower 
nder will be well repaid for close 


‘deration of the state of the art, in 


to usual essential considera- 
before risking capital investment. 
We have no reason to expect 
than a minor increase in the price 
products in the near future. 


r the next five years, and as a result 
increased consumption, increase in 


rage price of steel products may 


obtained. It is probable that the 
ld price of such products will show 


ortionate increase. Any marked 
ise raising average steel prices to 


int where proper return on invested 


il obtains must await a better 
‘ec in supply and demand. 


Conclusion 


outlook for this great essential 
try is certainly not a dark one 
considered over the long term. 
since the World War, produc- 
pacity may have increased too 
depression has shown possi- 

as well as necessities, to an 


nt impossible under other condi- 


We have in the past three years 





educated a younger generation of execu- 
tives in a school of experience not avail- 
able to the previous generation. Their 
education, while it will probably be 
continued, will go far to establish this, 
and other industries, on a new and 
more stable basis. Management will 
remain the most essential element in 
industry. 

International conditions and diff- 
culties will continue to complicate the 
situation. But, with lower production, 
without earnings on its invested capital, 
with not more than one-fifth of its 
facilities now employed, the future of 
the industry is on a more stable base 
than in a decade. Ability and exper- 
ience of leadership has improved, poten- 
tial demand has increased, and possi- 
bility for employment of modern and 
competitive facilities has not been 
better since 1900. Much lost ground 
must be recovered, occurrences without 
the industry may retard recovery, and 
advance from present levels may be 
discouragingly slow, but the future 
prosperity of this industry on sound 
levels seems certain. ‘The losses result- 
ing from our feeling of false security 
in the “‘new era” of 1929 may ulti- 
mately be in large part offset by our 
experience of adversity in 1932. 
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THE CONSTRUCTION INDUSTRY IN THE 
DEPRESSION: ATTEMPTS AT STABILIZATION 


By JOSEPH B. HUBBARD 


I 


HE volume of construction today 

is below the level of the post-war 

depression—a condition quite un- 
thinkable when activity was at its 
peak four years ago. Dollar volumes 
have declined to less than one-fifth of 
the former figures. Moreover, con- 
traction has taken place at an accel- 
erated rate from year to year. From 
1928 to 1929, the decline in the total 
value of construction contracts reported 
by the F. W. Dodge Corporation for 
the 37 Eastern States was 13%; from 
1929 to 1930, 21%; from 1930 to 1931, 
32%, and from 1931 to 1932 (measured 
on the basis of totals for the first 10 
months of each year) the drop will be 
58%. 

The construction indexes presented 
in the accompanying charts have been 
drawn on a ratio scale, so that fluctua- 
tions are shown on a relative basis, and 
the rate of decline is therefore empha- 
sized.!_ For construction contracts, an- 
nual averages have been entered as 
horizontal bars for the past five years, 
in order to stress the year-to-year 
movement. For the total, these bars 
fall below each other by an increasing 
amount each year, reflecting the in- 
creasing rate of decline. Residential 
building (short dashed line on the 
chart) did not show this steadily ac- 
celerated decrease: the adjusted in- 
dexes experienced a long period of 
stabilization in 1930, and the decrease 





1 Acknowledgment is hereby made to the Harvard 
Economic Society, Inc., for permission to use the 
charts and the indexes upon which they are based. 


in the following year, as shown by the 
annual averages, was a smaller percent- 
age than that from 1929 to 1930. 

It is to be noted also that the resi- 
dential-contracts index is at present 
well below the index for the total. 
The sustaining element in the total 
figure has been public construction, 
about which more will be said shortly. 
A comparison of the present with the 
years 1920-21 reveals a similar differ- 
ence in the levels of the two indexes. 
Residential building apparently drops 
to a lower trough during a depression, 
and recovers more sharply, thereafter, 
than total building. The curve for 
building permits (Chart II) follows a 
contour quite similar to the residential 
contracts curve. As between the total 
including New York City and that for 
other cities, the former has reached a 
lower point than the latter this year— 
a condition similar to that in 1920-21. 

Stabilization and a tendency toward 
recovery in the dollar volume of con- 
struction projects has been evident in 
the recent movement of the charted 
indexes. ‘This has occurred at a very 
low level, and with the exception of the 
period of stabilization of residential con- 
tracts in 1930, stability has been better 
sustained than at any other time 
since rapid decline began. Unlike most 
other industries, construction showed 
no appreciable recovery or stabilization 
early in 1931. To judge from the 
building-permits record, improvement 
(due allowance being made for seasonal 
factors) has appeared in the eastern 
part of the United States, while the 
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or CONSTRUCTION CONTRACTS IN 37 EASTERN STATES, 1920-21 AND 1928-32; 
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Pacific Coast and Mountain States 
have displayed continued decline. 


II 


Our chief interest in the statistical 
record of the building industry during 
the past few years lies in its bearing 
on what has been accomplished in the 
stimulation of construction by govern- 
mental action, and the possibilities of 
such action as suggested by the experi- 
ence of these years. For such study, 
the figures of the F. W. Dodge Corpo- 
ration for contracts awarded are the 
most satisfactory available, although 
the classifications present certain diffi- 
culties in separating public and private 
building.2 The omission of the Pacific 
Coast from the record probably has 
little effect upon the relationships dis- 
played among the different classes. 
In using these figures to estimate total 
public construction, Leo Wolman of 
the National Bureau of Economic Re- 
search pointed out that they tended to 
understate work done on highways and 
streets.2 In the accompanying table, 
we have made a division of the Dodge 
figures as between “‘public” and “pri- 
vate”’ construction which in 1928 and 
1929 agrees closely with that made by 
Wolman in his study of the figures. 

The contrast which appears in Table 
1 between private and public construc- 
tion is striking. Contracts for private 
construction—95% of which is for 
residences, commercial buildings, fac- 
tories, and public utilities—have de- 
clined even more rapidly than the 
total, and hence have formed a smaller 





2 Acknowledgment is hereby made to the F. W. 
Dodge Corporation for permission to use their data. 

3 Report of the Committee on Recent Economic 
Changes, of the President’s Conference on Unem- 
ployment, by Leo Wolman, Planning and Control of 
Public Works, pp. 120-125. New York: J. J. Little 
& Ives Co., 1930. 

* [bid., pp. 110-111. 








and smaller portion of the total sir : 
the peak reached in 1928. Of contract; 
of over 6.6 billion dollars in that year 
those for largely private construction 
supplied 4.8 billions, or 73%. Of 
total of 5.75 billions in 1929, they 
supplied 4 billions, or 70%; in 1930, 
out of 4.5 billions, they supplied 2.8 
billions, or 62%; in 1931, out of 3.1 
billions, they supplied 1.6 billions, or 
52%. In 1932 they will account for 
about a half billion out of 1.25 billions, 
or only 42%. The whole period has 
thus seen contracts, let for construction 
of a predominately private nature, fal! 
from over 4.8 billions to an annual 
rate only slightly above a half bil- 
lion, and from 73% to 42% of total 
construction. 

Public utility contracts have been 
entered separately in the table because 
of the interest attached to construction 
in this industry as a possible stimulus 
to business. Such construction is very 
largely a matter of private financing, 
although some electric light and gas 
plant construction may -be on the 
part of municipally-owned companies. 
In 1929, public utility contracts rose 
with the expansion of general business. 
They rose again, and very sharply, in 
1930, in that year exceeding their 
previous peak, which had occurred in 
1926. This rise contrasts markedly 
with the changes which occurred in 
other fields of construction, and is 
probably in great part attributable to 
certain measures to stimulate building 
—among them, the easy-money policy 
of the Federal Reserve banks—which 
are discussed in a later paragraph. 

The years 1931 and 1932 witnessed 
very great decreases—over 60% in the 
former year and 75% in the latter. 
This shrinkage brought public utility 
contracts to 4.2% of the total in 1932. 
The figure may be abnormally low, 
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eems clear that the 14% of 1930 
bnormally high and was due to 
culiar influences which appeared 


approximately equal 
from 1.75 billions annually 
but a little below 1928. 
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not 
with 1930 
In 1931 there 
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far 


was a moderate decline to 1.5 billions. 


TaBLeE I 


(F. W. Dopvce Corporation) 


DaTA FOR VaRIOUS CLASSES OF CONSTRUCTION CONTRACTS 
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sharp than other construction. The 
increase in the proportion of total con- 
tracts furnished by those we have 
classified as public or largely public 
is striking. From approximately one- 
fourth of the total in 1928, it rose 
to one-third in 1930, just under one- 
half in 1931, and well over one-half in 
1932.° 

It will be noted that the changes in 
the various classes of public structures 
shown in the table were generally 
narrow between 1929 and 1930. ‘The 
following year, on the other hand, quite 
diverse movements appeared. Pub- 
lic buildings, as the result of an increase 
in post offices and small changes in 
other groups, increased to a new peak. 
Public works fell off much like the 
total, reflecting in the main declines 
in roads and bridges. Educational 
buildings and hospitals and _ institu- 
tions—which are in part private— 
showed large reductions in 1931. The 
contraction in 1932 has been general 
and, except for post offices, large. Con- 
tracts for post offices have decreased 
slightly, but they are now running ata 
rate of over 50 million dollars a year. 


III 


Federal construction is only in part 
represented by the Public Building 
Program of the Treasury and Post 
Office Departments, since expenditures 
are currently being made by various 
departments under the different appro- 
priation acts. This condition makes 
summary compilation of totals difficult. 
An additional difficulty is presented 
by the fact that the statistical count 
may be made at various steps in the 


process; sums “appropriated,” “‘au- 





5 These proportions would be increased if road and 
bridge contracts were more adequately represented. 
Wolman calculated public building as 36% of his 
estimated total in 1928. 














thorized,” or “‘contracted for” natu. 
rally differ greatly at any one time. 

The Public Building Program origi- 
nated because of the unsatisfactory 
housing of governmental employees 
which resulted from conditions after 
the War; and construction under jt 
began, curiously enough, at the peak 
of the construction boom in 1928. Up 
to June, 1931, expenditures under this 
program amounted to 140 million dol- 
lars; and contract obligations under 
it have recently averaged some 10 mil- 
lion dollars monthly. 

For sums actually spent (including 
the public building program), we have 
the figures published in the Commerce 
Year Book® through June, 1931. The 
amounts from 1928 on are as follows: 








Fiscal Year Federal Expenditure (in 
millions of dollars) 
1928 262 
1929 294 
1930 328 
1931 476 








Total contemplated Federal expendi- 
ture this year and next was indicated 
in a radio address by the Assistant 
Secretary of the Treasury, Ferry K. 
Heith, delivered on September 12, 1932. 
He stated that “‘ Expenditures for pub- 
lic works of the Federal Departments 
during the fiscal year 1929 approxi- 
mated 261 million dollars.7? This total 
was increased to 536 million dollars 
during the fiscal year 1932 and will be 
further increased to 600 million during 
the current fiscal year... By the 
end of the fiscal year 1933, the Govern- 
ment will have under contract practi- 
cally 90% of all public works coming 





© 3931, p. 271. : 
7 This figure falls not greatly below the figure given 


in the table above. 
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A the scope of present plans.” 
\»propriations under the recent Emer- 
and Relief Act are not included 

.e item for the present fiscal year. 
Recent statements of President Hoover 


R 
place the total amount for the fiscal 
r at over 700 million dollars. Such 
nditures embrace buildings, provi- 
sion for national defense, and construc- 
tion of roads, rivers, harbors, and other 


blic works. 

Since these figures relate to expendi- 
tures and not to contracts, comparison 
n not be made with the Dodge data, 
which moreover omit the Pacific Coast 
and certain contracts under $5,000. 
On the face of it, Federal expenditures 
vere obviously an important item in 

nstruction operations during 1931, 

d they have been of much greater 
relative importance during 1932, when 
private and local governmental ex- 
penditures declined. 

IV 

Measures designed to stimulate con- 

ruction have so far been powerless 

prevent a general decline in the 
face of the steadily deepening depres- 
ion. They have influenced only cer- 
tain classes of construction, and their 


they helped to sustain building early in 
the depression rather than late, and 
have thus, paradoxically enough, ac- 
counted in part for the acceleration in 
the rate of decline which was evident 
up to the recent period of stability 
(Chart I). 

After the 1929 stock-market panic, 
the first action of the public authorities 
which had bearing on the construction 
industry was the adoption of an easy- 
money policy by the Federal Reserve 
System. This policy was undertaken 

a general business help, but was 

ognized to have particular bearing 


on construction, for which low borrow- 
ing rates are important. 
Shortly thereafter, the Federal Ad 
ministration urged upon corporations 
which were in a position to take such 
action to maintain expenditures on 
construction and maintenance. Local 
governments were also urged to carry 
forward their construction programs. 

Reserve Bank operations, though not 
the only influence toward easy money 
at the time, were a predominant one, 
and the effects of these measures were 
clearly observable in certain classes of 
building as shown in Table 1. The 
record volume of public utility con- 
struction previously referred to—ac- 
companying unprecedently large secur- 
ity flotations for this industry—is in 
the main attributable to the easing in 
money, though it was facilitated also 
by the fact that the industry has had 
an extremely rapid rate of increase 
from year to year, which invited expan- 
sion of plant facilities. Moreover, the 
money stringency of the years imme- 
diately preceding had exerted a depres- 
sing influence on the volume of public 
utility construction. ‘The 1930 stimu- 
lus was short-lived, however, and this 
class of construction declined abruptly 
thereafter. 

Easy money also facilitated expan- 
sion of bond flotations by munici- 
pal and other governmental bodies in 
1930 and 1931, while public construc- 
tion was maintained in large volume. 
The stability of residential construc- 
tion through most of 1930 (Charts I 
and II) is also in part attributable to 
this influence. The period of easy 
money which began late in 1929 was 
brought to an abrupt end by the finan- 
cial and banking panic of the autumn 
of 1931. 

Direct expenditure on construction 
by governmental bodies was a stabiliz- 


especially 
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ing element in construction in 1930 and 
1931, when such expenditure continued 
close to record levels and actually may 
have come to furnish something like 
one-half of the total construction. Ex- 
haustion of local resources came in 
1932 and, although Federal expendi- 
tures increased markedly, total con- 
struction by public authorities declined 
abruptly. 

Some part of the explanation of the 
maintenance of a large volume of 
public construction—aside from the 
increase in Federal expenditures—is to 
be found in the inflexibility of local 
governing bodies and their consequent 
failure to stop expenditures under way 
or to abandon projects which had been 
planned. Our indexes of the 1920-21 
period show the maintenance of total 
construction above the main class of 
private construction—residential build- 
ing—as at present, and suggest that 
the sustaining portion may be found, 
as today, in public building, but influ- 
enced in that episode by inertia of 
public authorities rather than by pur- 
poseful action. In consideration of 
the known pressure to maintain public 
works in recent years, however, it 
seems unreasonable to assign the con- 
tinuance of public projects on a gener- 
ally high level in 1930 and 1931 entirely 
to such inertia. It seems necesary 
rather to recognize that relief purposes 
played an important part. 

The increase in Federal expenditure 
upon construction, which was under- 
taken under the emergency program of 
the Administration, has not, on the 
present showing of the figures, been 
sufficient to compensate for the dry- 
ing up of expenditures by local govern- 
ing bodies. Although mathematical 
comparison of the Federal expendi- 
tures with the ordinary indicators of 
construction activity is not possible, 





Federal Government building has up. 
doubtedly become sufficiently large, 
with the volume of total construction 
at present levels, to exert a powerfy! 
sustaining influence. 

Two other public measures also have 
a direct bearing on the construction 
industry, though they have been ip 
operation for too brief a time to pro- 
duce an observable effect. The first 
of these is the granting of Government 
credit through the Reconstruction Fi- 
nance Corporation for the so-called self. 
liquidating projects, in accordance with 
the provisions of the Emergency and 
Relief Act of July 21, 1932. Through 
mid-November, loans authorized under 
this provision amounted to 136 million 
dollars, but no disbursements to bor- 
rowers had been made. The Home 
Loan Banks began operations in the 
middle of October. They promise to 
give financial relief in a field where 
stringency has had particularly severe 
results—residential real estate—and in 
this way will facilitate building when 
demand arises. It is unlikely that 
they will afford a great stimulus to new 
residential construction. 

A summary of present conditions 
in construction and a brief appraisal 
of the prospects for the industry may 
now be made. As the result of the 
long-continued and very rapid de- 
cline, such extremely low levels have 
been reached that Federal expenditure 
—and possibly loans by the Recon- 
struction Finance Corporation—may 
well provide a very considerable stimu- 
lus. Private building generally, and 
residential building in particular, have 
shown signs of stabilization and re- 
covery for a number of months. 

Meanwhile, there has been a genera! 
improvement in the credit and banking 
situation, and the Home Loan Bank 
System promises to relieve pressure 
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such relief is badly needed. 
Despite the large volume of unused 
‘ldings, decreasing rentals, high taxes, 
ther obstacles still present—such 

he prevailing difficulties in real- 
tate finance—some increase of con- 
tion volumes from present low 
may well result from the influ- 
es at work. Recent developments 
co far to support W. C. Clark’s 
n last spring that 1932 might “‘be 
fourth, but also the last, year of 
ining construction activity in the 


ent cycle.””* 





V 


The experiences of the past four 
' years place us in a much better position 
to judge the possibilities offered by the 
nstruction industry as a_ business 
stabilizer than has ever been the case 

re. We have been self-conscious in 

matter as never before; the depres- 

has exhibited all the stages which 

wnward cyclical movement dis- 


plays; and our statistical data, though 


) means perfect, are becoming in- 
isingly satisfactory and in all proba- 

y represent the general situation 
rough adequacy. 

(he more general problems of the 
rol of the business cycle and the 
ion which the construction indus- 

y must occupy in such control are 

tside the scope of this article. So 
must we eliminate from considera- 

n here certain aspects of the attempt 
tabilize construction; among them, 
very real difficulties of long-range 

planning on the part of individual 
public bodies, and the even greater 
ulty of obtaining any concerted 
tion among different localities. Both 
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Clark, W. C., “The Construction Industry in 
The Review of Economic Statistics 2, May 
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the limitations of needs for public con- 
struction and of resources for carrying 
it on must be recognized. That our 
study emphasizes in general the desira- 
bility of not moving too rapidly, par- 
ticularly in local projects, is not to 
overlook the difficulties of initiating a 
program of expansion when the need for 
it arises. Nor is any attempt made to 
answer the laissez faire argument that 
it would be better to let things take 
their course without organized action 
toward bringing about greater sta- 
bility in the industry. 

Various purposes are of course served 
by the expansion of public expenditure 
on construction. ‘The oldest and sim- 
plest idea is that public works should be 
used as a means of unemployment 
relief. For this purpose, once depres- 
sion is under way, the timing of the 
action is not of determining importance, 
so long as unemployment is existent 
in the building trades. It is merely a 
question of furnishing so much employ- 
ment, and of finding the means to do so, 
within the two limitations of revenue 
and needs for new construction. 

The second idea is to prevent the 
construction and business cycle from 
falling to as low a level as would other- 
wise be the case. ‘This is a matter of 
increasing public construction as busi- 
ness activity declines, and so prevent- 
ing decline or retarding its rate, thus 
using such construction as a “‘stabi- 
lizer”’ or “‘balance”’ in the construction 
industry and in business. ‘To be effec- 
tive in smoothing the cycle, action 
tending to increase construction should 
obviously be extended through the 
trough of the depression. As pointed 
out earlier in this discussion, the effect 
of present attempts to maintain con- 
struction has, at least until recent 
months, tended to accelerate the decline 
in the total volume of construction. 
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The third idea, which is more often 
implicit than explicit, is that public 
expenditure may come at a time and be 
sufficiently large to cause an upturn 
in the construction cycle and hence 
stimulate business recovery. To pro- 
duce this result, action must be care- 
fully timed; it is a question of applying 
the stimulus at the right time with 
sufficiently large and well sustained 
expenditures. Curiously enough, there 
is a possibility that Federal construc- 
tion may play such a role at present, 
after other means have failed to do 
more than temporarily cushion the 
decline or to provide a certain volume 
of relief employment. 

Of the various methods of stimu- 
lating building activity, easy money, 
if it can be induced by Reserve Bank 
action, may probably be counted upon 
to be effective, at least at an early 
stage of depression. Especially if 
money has long been stringent, the 
chance of bringing forth new projects 
by this means is great. Even if the 
slump should continue, some real ad- 
vantages may come to private builders 
at this stage, since they may obtain 
advantageous interest rates and an 
opportunity, if the projects can be 
quickly completed, to share in the 
more active trade before the depression 
becomes deep. Public bodies would 
gain a real advantage from reduced 
borrowing rates if the funds obtained 
were applied to needed construction. 
The easy-money stimulus might, in- 
deed, prove all that was necessary if 
the decline of the business cycle were 
short. But it is to be recognized that 
its effects would be only transient if 
the downward sweep of business were 
so long continued that declining income 
made capital expenditures unwise or 
impossible. 





Stimulation of construction by local 
governmental expenditures presents 
very great difficulties. It should be 
recognized that public expenditures 
display inertia when business is declip- 
ing, as well as lack of prompt response 
to voluntary planning. This inertia 
tends to make them a sustaining ele- 
ment early in the downturn, when they 
would be more effective later. On the 
other hand, the means which loca] 
governments possess for increasing ex- 
penditure may in fact dissappear at 
the time when such expansion would 
be most effective—at the bottom of the 
cycle when private building had shrunk 
to very small proportions. 

If the purpose of local public expendi- 
ture is to fill in the low point of the 
cycle or to stimulate business recovery, 
it is clearly desirable that a scale of 
expenditure be fixed which could be 
adhered to for several years, rather 
than that expenditures be of large 
volume early in the downturn. A 
reserve for local expenditures set up 
according to a long-term plan should 
probably be sparingly drawn upon at 
first. Especially is this true if, as is 
the case at present, the depression 
has been preceded by active construc- 
tion which provided for needs suff- 
ciently to obviate great pressure for 
further construction. Preceded by 
only moderately active construction, 
acceleration of public works might 
be attempted earlier and without so 
much danger that it could not be 
maintained long enough to become 
effective. 

It must, however, be recognized 
that husbanding funds for future ex- 
penditure is rendered particularly diff- 
cult during depressions when revenues 
are sharply reduced. Needs may de- 
velop in other directions calling for 
these funds, and it is essential that the 
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covernments maintain their sol- 
and their credit, if they are to 
"na position to borrow when con- 
iction expenditures would furnish 
simum relief or stimulation. ‘The 
S culties which local governments 

unter in supplying construction 
tivity late in a depression, when it 
most needed, suggest strongly that 
. National Government, whose capa- 
bilities for expenditure are less reduced 

jepression, should be deliberate in 
aking action, with a view to filling the 
cap when the necessities of the situation 
force economy upon local bodies. 

A rather surprising result of this 
analysis is that it strongly indicates 
that the means of stimulation have 
actually appeared in a desirable order: 
first, easy money, affecting certain 
classes of private construction and 
timulating some public construction; 
secondly, local public construction, and 
thirdly, Federal construction. The 
difficulties of integrating a program on 
ich lines to combat a depression are 
ufficiently obvious not to require com- 
ment. If such an integration could 
be attained, an effective means of 
plying continuous pressure would 
the result. Actually, the process 
been spasmodic, with a crucial 
the fact that Federal 
expenditures mitigated only slightly 
the collapse of local public construction 
in 1932. But the effectiveness of Fed- 
eral expenditure can only become evi- 
ent in the future, when the effects of 
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large authorizations made this 
pring can be ascertained. 
he limitations of direct govern- 


mental expenditure suggest that greater 
use might be made of Federal credit 
as an emergency means of stimulating 
private building. This method is ex- 
mplified in the Reconstruction Finance 
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Corporation, which has granted certain 
loans to railroads for construction pur- 
poses, and has made large authoriza- 
tions for “‘self-liquidating’”’ projects 
since late in July. For the latter class 
of loans, no disbursements to borrowers 
were made through mid-November, 
however, and recent opposition to a 
proposed housing unit in New York 
City, based upon the existence of 
vacancies in its vicinity, indicates the 
difficulties of finding economically satis- 
factory outlets for such loans. When 
regular real-estate financing channels 
are dried up, moreover, as at present, 
there may well exist projects which 
could be advantageously undertaken 
on such a basis. Further experience is 
obviously necessary to determine the 
effectiveness of the credit now available 
in bringing about economically sound 
construction. 

Finally, one feature of the collapse 
of construction activities by local 
governing bodies during the past year 
deserves more emphasis than it is 
receiving. Whether construction ex- 
penditures are made through bond 
issues or out of current income, the 
lightening of such expenditures mean 
a decrease in tax burdens, present and 
potential. One item of decrease in 
construction expenditures is the de- 
crease in the volume of contracts; and 
the reduction shown by the Dodge 
figures is doubtless less than the total 
reduction of contracts let by local 
governments. ‘This item at least has 
been cut off annual local expenditures on 
account of public works. ‘The amount 
appears sufficient to be a real help in 
meeting the vexing problems of tax 
reduction which have arisen from the 
great shrinkage of values and incomes 
during the past three years. 
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SOME RECENT CHANGES IN THE MARKETING 
OF CONSUMER GOODS 


By HARRY R. TOSDAL 


N attempting to survey recent 
| changes in the field of marketing we 

must recognize at the outset a num- 
ber of limitations. In the first place, 
changes are taking place which have 
not yet finished their course. Obvi- 
ously they have not yet been subjected 
to quantitative measurement and must, 
therefore, wait upon developments for 
accurate appraisal of their significance. 
A survey of trends in industry made 
a few years ago indicates that the chief 
characteristic of the ’20’s was an ac- 
celeration of pace rather than a change 
to something new. Rapidity of change 
has continued to dominate economic 
and business conditions, but in exag- 
gerated degree, since 1929. Conse- 
quently, as a second limitation, we 
must bear in mind that many of these 
changes, some of which are of vital 
importance to specific industries, are 
for the most part not changes to what 
is new and previously unknown, but 
changes in direction of growth. Indi- 
cations of such changes have been with 
us for a long time, but the relative 
importance of different changes has 
shifted enormously. Lastly, it is ob- 
vious that at this time we lack perspec- 
tive. Conflicting developments are 
taking place. We are not in a position 
to assert with any assurance which 
changes are to be the dominating 
ones. We must rely too largely upon 
impressions. Nevertheless, it seems 
worth while to attempt to select for 
mention certain developments which 
appear to be among the more impor- 
tant, confining the discussion primarily 


to the marketing of manufactured 
goods. 

For convenience in presentation, we 
shall group the changes which have 
been selected for discussion under three 
headings: 


1. General changes which affect the 
whole marketing structure and its func- 
tioning. 

2. Institutional changes which refer par- 
ticularly to one or another of the different 
groups of marketing institutions. 

3. Changes in internal management of 
marketing enterprises, relating to the per- 
formance of functions, the adoption and 
execution of policies, and the growth of new 
attitudes toward management. 


General Changes 


Among the general changes in the 
marketing field, three have been se- 
lected for mention: 


a. The increasing emphasis upon the 
consumer and his wants and needs. 

b. The increasing importance in our 
marketing and business structure of com- 
modities of the postponable type. 

c. The increasing recognition of the fact 
that volume of sales and volume of profit 
do not necessarily accompany each other— 
in other words, the development of a more 
balanced viewpoint as to the interacting 





1 About four years ago Professor M. T. Copeland 
prepared an excellent summary of marketing develop- 
ments in which he grouped the changes under seven 
headings: Changes in demand; retail trading areas; 
hand-to-mouth buying; changes in distribution; coop- 
erative marketing; installment selling; and advertis- 
ing.—Copeland, M. T., “Marketing,” Recent 
Economic Changes, Report of the Committee on 
Recent Economic Changes, of the President’s Confer- 
ence on Unemployment. New York: McGraw-Hill 
Book Company, Inc., 1929. Vol. 1, Chap. V, pp. 
321-424. 
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nships of volume of sales, gross mar- 

| operating expense. 
nsumer Wants.—The first, and 
f the most significant and striking 
; of the last dozen years, stressed 
ilarly since 1929, is the increased 
hasis placed upon consumer wants 
eeds as a guide to good marketing 
nagement. While serious students 
irketing have continuously recog- 
this viewpoint, there is good 
to agree with Wallace B. Don- 
his recent statement that 
ifacturers as a whole have been 
ng only lip service to the considera- 
n of consumer wants and needs.’ 
[his indictment should be broadened, 
ver, to include other producers, 
‘ll as wholesalers, retailers, and 





( 





niddlemen. 

Evidence is accumulating to show 
radical changes in point of view 
eginning to affect a larger and 
r proportion of our better managed 
prises. Superficially, at least, the 
that consumer needs and wants 
ld be the starting point for business 
ing is certainly not revolutionary. 

for a century or more, economists 

made assertions that the aim of 
economic and business structure 

| its functioning was the satisfaction 
onsumer needs. The change which 
irring today is in the nature of 
ng delayed translation of theory 
practice. That long delay needs 
ngthy explanation at this point. 

\lention needs to be made only of the 
rtage of commodities in the earlier 

periods, the state of the arts, the 

ignorance of consumers as to what 
uld best meet their needs as well as 
necessity for compromising with 

it could be easily procured, and a 

Wallace B., Business Looks at the 

foreseen, p. 63. New York: McGraw-Hill Book 


pany, Inc., 1932. 


Vonham, 
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standard of living which did not permit 
of more than the most limited choice. 
All of these have contributed to the 
delay in procuring knowledge of the 
facts concerning demand, and they 
account in part for the peculiar situa- 
tion in which we now find ourselves. 
A huge production organization has 
been built up, and a complex and far- 
reaching marketing structure has been 
developed. But, although economists 
have recognized the effect of mass pro- 
duction in separating producer and 
consumer, we are just beginning to 
realize that provision must be made 
for furnishing the manufacturer in 
advance of production with knowledge 
of what the consumer wants if we are 
to avoid recurrence of such catastrophic 
events as have characterized the past 
three years. 

The significance of this change of 
attitude on the part of important 


business men can hardly be over- 
estimated. If knowledge of consumer 
wants is increased materially, there 


can be no doubt that the attitudes and 
practices, not only of the marketing 
organization, but of production and 
financial institutions as well, will be 
changed radically and, eventually, for 
the better. A rigid questioning as to 
whether products and production facili- 
ties are really needed to satisfy con- 
sumer wants and needs would make 
bankers and industrialists think along 
sounder lines before loans are made and 
securities issued to increase production 
facilities. 

Some increase in 
buyers’ wants is, of course, the con- 
comitant of any severe depression. 
The long use of the expressions “‘ buyers’ 
market” and “sellers’ market” indicates 
that this is not a new conception to the 
business man. Nevertheless, today to 
study consumer wants appears to be 


emphasis upon 




















the basis for a permanent merchandis- 
ing policy rather than a temporary 
change explained by the transitory 
exigencies of a buyers’ market. 
Postponable Commodities.—The sec- 
ond important general change since 
the depression of 1920-21 has been 
the very rapid increase in the propor- 
tion of consumer purchases of the 
optional or postponable type. During 
the decade 1920-30 a larger proportion 
of consumer purchases and, therefore, a 
larger proportion of national income, 
was devoted to goods which were 
not necessities—goods, the purchase of 
which could be postponed for longer 
or shorter periods. The facts were 
recognized prior to 1929, but the full 
implications of those facts have not 
yet been understood. The purchases 
of consumers seem to have been more 
largely postponed during the past two 
years than in any previous depression 
—postponements which have _ been 
made possible only by the fact that 
consumer expenditures, upon which 
our so-called prosperity prior to 1929 
was based, were in large measure 
devoted to optional purchases. The 
automobile, the radio, and other new 
products developed and marketed dur- 
ing the decade were in large measure 
not absolute necessities; at least, the 
purchase of replacement products or 
of new products could be postponed 
for considerable periods. When public 
confidence was affected adversely, the 
volume of sales of any of them might 
decline and, in fact, did decline precip- 
itously. It is important to realize, 
therefore, that during the decade main- 
tenance of a profitable volume of 
business depended in increasing meas- 
ure not merely upon the ability 
of consumers to buy but upon their 
willingness to buy. Willingness to buy 
is and has been affected very largely 
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by psychological attitudes which have 
brought about postponement of ex. 
penditures for goods produced, not 
only by industries which are usually 
regarded as luxury industries, but also 
to a considerable extent for goods 
produced by those industries catering 
to the elementary needs for clothing 
and shelter.? 

Considering the basic industries ca- 
tering, for instance, to the important 
needs for clothing and shelter, we find 
that consumers in the United States 
were in a better position at the close 
of the decade of the ’20’s than at 
any earlier depression period to post- 
pone purchases in important measure. 
Clothing purchases could be postponed 
by the average family for six months 
to two years or more. Housing accom- 
modations in 1929 were sufficient to 
enable our population to get along for 
a number of years with little further 
residential building. In the automo- 
bile industry, according to published 
statements, the average replacement 
period of about three years has been 
increased apparently to an average of 
four years or more. It is obvious, of 
course, that many families could post- 
pone and have postponed the purchase 
of automobiles and many other com- 
modities beyond the usual period of 
replacement. From a marketing view- 
point, there is one obvious conclusion: 
that the marketing organization and its 
operations, and more broadly public 
welfare, have become much more vul- 
nerable to fear because of the relatively 
greater postponability of consumer pur- 





3'T. M. McNiece has been developing an interesting 
theory based upon replacement demand which has a 
definite bearing in this connection. The latest 
explanation of his theory is contained in an article, 
entitled ‘“‘Consumer’s Rate of Replacement—A Study 
of Demand,” Report of the 1932 Boston Conference on 
Retail Distribution, pp. 47-53. Boston: The Retail 
Trade Board of the Chamber of Commerce, 1932. 














chase 
place! 
pull t 
durin 
less pt 
busin 
upon 
more 
Int 
Marg 
cal cl 
a gen 
tion « 
been 
the o 
busin 
relati 
that 
broac¢ 
whicl 
indic 
was t 
orgal 
strat 
large 
extre 
ing 
prote 
time 
and 
volul 
tain 
of su 
there 
of w 
pros] 
for v 
at @ 
unpr 
ous t 
prise 
busi 
past 
dem« 
plan 
of o1 
cessf 




















We can no longer expect re- 
ment demand for commodities to 
us out of depressions as quickly as 

periods in which there was 
stponable purchasing. American 
ess in becoming more dependent 
optional purchases has become 

re unstable. 
Interacting Relationships among Sales, 

Vargins and Expenses.—The third radi- 

.| change which should be classed as 

veneral change refers to the modifica- 

1 of the emphasis which has so long 
been placed upon volume of sales as 
the objective of marketing in American 
business organizations. ‘Ten years ago 
relatively few people were convinced 

that American business had to take a 

ader view of its objectives than that 
hich was implied in practices which 
ndicated that volume of sales in itself 
vas the sole objective of the marketing 
rganization. Experience had demon- 

trated to the keen observer that a 

large volume of sales might bring 

extremely undesirable results, includ- 
ng unprofitable operation, but the 
protests along such lines were at that 
ime few. Indeed, the course of events 
and the apparent ease with which 
volume could be increased under cer- 
tain conditions led to utter disregard 
{such sporadic warnings. About 1925 
ere began to be increased discussion 
what was aptly phrased “profitless 
prosperity.” The idea that volume 
‘ volume’s sake, that sales procured 
excessive costs, might be not only 
inprofitable but even extremely danger- 
to the existence of a business enter- 

ise was forced slowly upon various 


( 


isiness leaders. Experiences of the 
ist two years have furnished ample 
femonstration that the expansion of 
ant capacity in order to fill a volume 
orders based upon temporarily suc- 

ful forced-selling tactics has been 
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a mistake. The final result has been, 
not volume of sales, but volume of 
overhead expense which has wrecked 
more than one important enterprise. 
Contributing in important measure to 
the conviction that large profits and 
volume of business do not necessarily 
accompany each other, was the failure 
of certain aggressive sales organizations 
to make profits. The results of certain 
conspicuous examples of sales analyses 
made by a few progressive manufac- 
turers threw further light on the fallacy 
of older policies. 

The growing attitude on the part of 
business, that stability of profits as 
well as volume of profits is important, 
is perhaps one sign that we are ap- 
proaching a stage of maturity in our 
business organization. The rate of 
growth in a pioneer country cannot be 
maintained indefinitely. Rates of eco- 
nomic growth which apply to specific 
enterprises in their earlier stages cannot 
be maintained as they grow larger 
and as competition increases. We are 
far from having solved the problem of 
the quantitative adjustment of sales- 
volume objectives of business enter- 
prises to consumer needs, but the 
changed attitude of business in this 
respect and the willingness to recognize 
the problem are at least promising. 


Changes in Marketing Institutions 


It is a commonplace to say that 
marketing institutions and marketing 
practice are in a state of flux. Con- 
flicting changes are taking place rapidly, 
and any generalizations are necessarily 
tentative. Among the numerous de- 
velopments in marketing institutions 
may be mentioned only a few. 

Retail Distribution.—The first is the 
testing of both large-scale distributing 
organizations and retail independents 


by the depression. Chain stores in 
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certain classes have shown up rela- 
tively well, but in other classes the 
poorly planned expansion programs of 
1929 and earlier years have led to 
heavy losses or to bankruptcy. Chains 
selling style goods or lines which have 
to be adapted to local demand have 
encountered difficult problems relating 
to the centralization and decentraliza- 
tion of buying. It is apparent that the 
problem of securing flexibility without 
sacrificing the economies claimed for 
large-scale distribution has not yet 
been solved. The bankruptcy of realty 
affiliates of some chain-store organiza- 
tions, and the general reaction follow- 
ing intense competition and increase of 
rentals for desirable locations, have 
given evidence that not even chain- 
store executives can ignore sound princi- 
ples relative to operating expenditures. 

A second and less conspicuous change 
in the field of retailing has been the 
growth of organization among inde- 
pendent retailers. In the grocery busi- 
ness the number of independent stores 
organized into voluntary chains now 
exceeds the number of stores in private 
or corporate chains. While many of 
these voluntary chains are loosely or- 
ganized, practically all of them attempt 
to buy collectively. The result is a 
most important one from the viewpoint 
of the manufacturer or seller, as well 
as from the viewpoint of the consumer. 
For instance, a manufacturer of food 
products will find that 70% to 80% of 
purchases of grocery products will be 
made by large-scale buyers, either of 
the corporate chain class or of the 
voluntary chain class. The voluntary 
chain movement tends to complicate 
excessively the problem of the manufac- 
turer of nationally advertised brands. 
While the situation is not yet clear, 
the voluntary chain has tended to 
follow in its practice and attitude the 





practices and attitudes of the corpo. 
rate chains, particularly in the develop- 
ment of private branding, the fostering 
of large-scale buying and the develop. 
ment of more aggressive advertising 
and selling methods. To the consumer, 
the voluntary chain movement often 
means an attempt on the part of the 
independent grocer or druggist to fur- 
nish the same type of service and the 
same level of prices as do competing 
chains. 

Wholesale Distribution.—Another 
change which has assumed prominence 
in the past decade is the shifting in the 
alignment of wholesalers. New classes 
of wholesalers have arisen, while the 
decade has witnessed the decline and 
failure of many houses of the older 
type, in fact, the decline of whole 
classes of wholesalers. The newer type 
of wholesaler sometimes represents the 
specialized middleman who acts as sell- 
ing agent for one manufacturer or 
for a limited group of manufacturers. 
This class of wholesalers had increased 
rapidly prior to 1929, each wholesaler 
acting as exclusive territorial distribu- 
tor for such new products as the radio 
and the electric refrigerator. Since 
1929, the lot of such wholesalers has 
not been a particularly happy one, for 
the goods which they sold were luxury 
goods, or at least they represented 
what we have called postponable or 
optional purchases. Some of these 
wholesalers have failed. Many of them 
are marking time, occasionally with 
the gentle help of the bankers. This 
newer type of wholesaler represents, it 
appears, an attempt to give to the 
manufacturer whose goods require ag- 
gressive selling effort a degree of co- 
operation which he could not possibly 
get from the usual type of wholesaler 
who handles a large and extensive 
line. In some cases, these wholesalers 
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little more than independent and 
ly controlled sales departments of 
ifacturers; in other cases they 
the manufacturer’s agent in 
on. But, significantly, they rep- 
an attempt to answer the genera- 


ng complaint of manufacturers 


1 
¢ “hy 
ALLL 


“lLUIis, 

wholesalers did not do a satis- 

actory selling job. 
Logically, the wagon jobber, partic- 
prominent in the food trade, 
nto this new class. One firm 
has set up a large number of such 
bers, each one of which operates one 
ra relatively few specially constructed 
trucks for the distribution of perishable 
lucts. ‘The wagon jobber has yet 
find his definite niche in the field of 
eting institutions. Much experi- 
ing is going on and many things 
ve been learned during the past five 


Wholesalers of more familiar types in 


the various trades have, of course, 


en subjected to counter influences. 
\lanufacturers have, on the whole, 
nded to reduce the size of branch 
rganizations, finding them excessively 
xpensive in the face of declining 
lumes of sales and profits. Some of 
manufacturers have returned to 
Financial weak- 
es have in other cases compelled 
inufacturers to lean more heavily 
wholesalers. On the other hand, 
eme dissatisfaction with the ability 
the wholesaler to secure volume of 
isiness has led some manufacturers to 
‘xpand direct-selling operations. No 
mplete data are available which will 


enable one to appraise the relative 


trength of the opposing developments. 
firms which had extensive field 
rganizations have tended generally to 


hose 


tighten up considerably and to contract 


perations by increasing territories of 
ulesmen, decreasing the number of 
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branches, dropping undesirable cus- 
tomers, or changing the form of sales 
solicitation. 

The conviction is spreading that the 
manufacturer and the retailer are the 
only essential links in the chain of 
distributing institutions; the individual 
wholesalers or the groups of wholesalers 
which survive will do so because they 
perform more economically certain es- 
sential functions which in the direct 
manufacturer-retailer channel would 
have to be performed either by the 
manufacturer or by the retailer. 


Changes in Marketing Practice and 
Policies 

The third class of changes, that of at- 
titudes, functions and policies of execu- 
tives, relates to the operating practices 
of individual companies. Such changes 
are, of course, very numerous, and only 
a few may be selected for specific com- 
ment. Necessarily, they do not apply 
to all branches of industry in equal 
measure. Since data have not been 
collected, one must rely upon observa- 
tion and impression instead of upon 
exact measurement. 

Product Planning.—QOne notable 
change which deserves mention is the 
increasing emphasis upon product plan- 
ning and product research. Although 
students of marketing have continu- 
ously advocated the necessity for plan- 
ning products so that they satisfy the 
demand of consumers, it is only in re- 
cent years that one can notice a decline 
in the respect paid to high-pressure 
selling and a concomitant increase in 
the emphasis upon designing and plan- 
ning of products so as to meet the 
needs and wants of consumers; in other 
words, the acceptance of the importance 
of research and planning in order to 
make products which are easier to 
sell. The older attitudes, of indiffer- 
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ence or even of contempt on the part 
of high-pressure sales managers and 
salesmen for those who sold precisely 
what the customer wanted, are giving 
way to attitudes of respect for those 
who are able to furnish what the cus- 
tomer wants. Substantial executives 
have realized that it is only by constant, 
careful, unremitting study that it is 
possible to find out approximately 
what the consumer will buy. The 
growth of merchandising departments, 
the increased emphasis upon style re- 
search, the art-in-industry movement, 
the redesigning of packages, the no- 
table success of certain well designed 
products even in a period of depression 
—all of these bear testimony to this 
growth in emphasis upon product plan- 
ning. ‘The retail trade is also improv- 
ing in this respect, and some unusually 
well managed stores have been em- 
phasizing in practice—not merely in 
speeches—the need of furnishing what 
the consumer wants. 

Market Research.—The juvenile atti- 
tude towards market analysis and sales 
research appears to be giving way to 
more mature andcriticalopinion. This 
attitude displayed itself in two forms: 
some business men in contempt stated 
that they did not want anything to do 
with market analysis or market re- 
search; others childishly admired and 
embraced it, only to be disillusioned. 
Incompetent and overenthusiastic mar- 
ket analysts have played their part in 
destroying illusions. On the one hand, 
the tendency toward uncritical accep- 
tance of market research by business 
men has declined; on the other, com- 
mon-sense analyses have tended to 
achieve a certain respect among con- 
servatives. The need for economy has 
had the effect in many firms of reducing 
the amount of sales research carried 
on. But, as contrasted with the situa- 


tion in 1920-21, certain practical type. 
of work, particularly customer analysis 
and analysis of results by lines of prod- 
ucts, have proved themselves of jm- 
mediate value and have been retained. 

Business men are beginning to realize 
that market facts are complex, volu- 
minous, and difficult to interpret, but 
that they no longer may be ignored, 
Accompanying the growing recognition 
that facts are needed is a healthy scepti- 
cism which sets definite and severe 
limitations to desk analyses and ques- 
tionnaire methods, and which questions 
the value of personal investigation of 
the market except when conducted by 
competent persons for certain well 
defined purposes. 

Distribution Changes.—In the choice 
of channels of distribution, manufac- 
turers have found themselves compelled 
to pay attention particularly to three 
developments. The first of these is a 
resultant of a variety of influences 
which may be summed up in the phrase 
‘growth in the intensity of competition 
among sellers.” The second is the 
growth of large-scale buying which, by 
limiting both the number of buyers and 
by tending to displace certain types of 
middlemen, has complicated the prob- 
lem of the manufacturer who seeks to 
market his products to consumers. 
The third is the greater speed and cer- 
tainty with which consumers now make 
their demands known, respected, and 
effective. 

If any one development in the field 
of marketing channels were to be 
singled out for mention, it would be 
the tendency toward more direct and 
speedy functioning of distribution sys- 
tems. Many of the changes already 
mentioned have increased the pressure 
upon the manufacturer to shorten the 
path over which his goods travel 
on their way to satisfy consumer 
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;. The decline of some types of 
alers, the establishing of direct 
ns with large buyers, and the 


1LIVO1I 


opment of compromises or agree- 


sents which yield the same results are all 
considered as phases of the general 
rt to get nearer to consumer demand 

a means of securing increased busi- 

; stability. The net result of all of 

se changes, which have not by any 

eans completed their course, should 
be a more direct and simple set-up for 
rforming marketing functions. 

Increased Emphasis on Price.—The 
depression has brought about the usual 
demand for lower prices and a very 
evere reaction against the not uncom- 

futile attempt to market goods 
lely upon a quality basis and to avoid 
inescapable facts of price. 

Radical changes in the incomes of 
large classes of our population, compe- 
and reluctance of consumers to 
purchase in view of insecurity have 
been accompanied by increased em- 
phasis upon price, sometimes to the 
point where both the retailer and the 
manufacturer have forgotten that price 
means little without reference to the 
quality of the article which is sold. 
One needs only to glance at the news- 
apers of the last two years to appre- 
iate the extent to which price emphasis 
has been carried. However, it appears 
that consumers are beginning to see 
more clearly that price alone means 
little without knowledge of the type 
| goods to be purchased. At the 
present time it appears that the earlier 
reaction against high prices is being 

companied by a revolt against the 

w quality of goods which were sold 
for these prices. Emphasis upon test- 
ing products by retail stores and the 
attention attracted by recent advertis- 
ing of tested products are indications 
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of a sounder development. 


Installment Selling.—The_ disaster 
which was predicted for installment 
selling in the depression does not appear 
to have materialized, if we are to gauge 
disaster by the volume of credit losses 
sustained by installment-selling com- 
panies and finance companies. But 
there is a broader influence of install- 
ment selling in relation to the depression 
which as yet has not been measured. 
Installment-purchase plans have ap- 
plied mainly to goods of the optional 
type. While itis known that industries 
in which installment selling was impor- 
tant have been generally affected by 
the depression, to what extent that fact 
is due to the method of financing and 
to what extent it is due to the fact that 
the goods represented optional pur- 
chases one cannot say. There seems 
to be reason for the assertion that in so 
far as installment selling is responsible 
for the overrapid increase in optional 
purchases, it has been responsible for 
hastening one of the dangerous develop- 
ments of our economic situation prior 
to 1930. 

Salesforce Problems.—The depression 
has brought about substantial econ- 
omies in the handling of salesforce. 
Salesforces have been weeded out and, 
while less formal attention seems to 
have been given to the subject of selec- 
tion, the net result has been a leveling- 
up of quality of sales organization. 
The perennial problem of salesmen’s 
compensation, as far from settlement 
as ever, has been particularly acute dur- 
ing the depression period. As usual, 
effort has been made to reconcile the 
apparently conflicting desires of giving 
to salesmen an income which might 
cover living expenses and of keeping 
costs of salesforce toa minimum. But, 
as compared to the depression of 1920- 
21, it appears that fewer firms by far 
are using straight salary plans. The 
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trend to incentive plans of salesmen’s 
compensation, although not to full 
commission plans, seems to have been 
accelerated in the past three years. 
As one result of sales analysis and 
control, the expensiveness of personal 
selling has been recognized, and per- 
sonal solicitation of unprofitable cus- 
tomers has been decreased or eliminated 
by many firms. 

Sales Control and Sales Analysis.— 
More striking and more important 
than some of the other changes men- 
tioned has been the recognition and 
development of sales control and sales 
analysis. The use of statistical and 
accounting analyses to determine rela- 
tive profitability by lines, by customers, 
and by selling methods has proceeded 
more rapidly in the last five years than 
in any previous period. As a result, 
conspicuous examples are available to- 
day showing that the practices of the 
past have been based even more com- 
pletely upon guesses than keen ob- 
servers had been willing to admit. 
Attempts are being made to apply to 
distribution adaptations of accounting 
technique which promise to furnish 
to the sales manager a tool of con- 
trol comparable in character, although 
not in importance, to industrial cost 
accounting. 


Summary ard Conclusion 


It is clear that any attempt to deal 
with such a broad topic in a limited 
space is bound to be little more than a 
suggestive enumeration. In this at- 
tempt three classes of changes were 
mentioned: 

1. General changes which affect the 
whole marketing structure and _ its 
functions, from which were selected for 





mention the increasing emphasis upon 
the consumer and his wants, the jp- 
creasing importance of the purchases 
of goods of the postponable type, the 
significance of these changes, and the 
development of a more balanced view. 
point as to the interacting relationship 
of volume of sales, gross margins, and 
expense. 

2. Among the institutional changes, 
which constituted the second group, 
were the testing of large-scale distribut- 
ing organizations by the depression, 
the growth of organizations among 
independents, the development of new 
classes of wholesalers and the decline 
of others. 

3. In the third class of changes, that 
of attitudes, functions, and policies in 
the internal management of marketing 
enterprises, the emphasis upon product 
planning and product research, the 
development of a saner attitude toward 
market analysis and sales research, and 
the increased emphasis upon sales anal- 
ysis and sales control were singled out 
for specific consideration. 

There are many other changes which 
might be mentioned, but these are 
sufficient to show that in variety and 
extent we may have reason in the future 
to speak of the changes in the score of 
years from 1920 to 1930 as constituting 
a revolution in marketing management. 
Certainly, any attempt to bring about 
an application of economic planning to 
relieve insecurity and unemployment 
will have to take account of economic 
principles relating to consumer demand, 
and the broad development in the field 
of marketing should furnish basic data 
and experience to take discussion of 
economic planning out of the obscurity 
of generalities into the light of practical 
accomplishment. 
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Cleveland, Ohio; S. L. Crawley, Ph.D., Associate 
r of Psychology, Western Reserve University. 
Denver, Colorado; T. R. Garth, Ph.D., Professor 
ychology, University of Denver. 
Ames, lowa; H. V. Gaskill, Ph.D., Associate Pro- 
f Psychology, Iowa State University. 
Chicago and Evanston, Illinois; S. N. Stevens, 
D., Associate Professor of Psychology, North- 
rn University. 
Brooklyn, New York; R. H. Paynter, Ph.D., 
Professor of Psychology, Long Island University. 
Buffalo, New York; C. F. Scofield, Ph.D., Assist- 
ant Professor of Psychology, University of Buffalo. 


Pennsylvania; H. W. Rogers, Ph.D., 
f Psychology, Lafayette College. 
Lexington, Kentucky; J. B. Miner, Ph.D., 


r of Psychology, University of Kentucky. 
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A NEW METHOD OF TESTING ADVERTISING 


By HENRY C. LINK 


The Test 

Each of the 1,578 housewives was in- 
terviewed on the basis of the test ques- 
tions which are reproduced herewith. 
This test was prepared by the Psy- 
chological Corporation of New York 
City, an organization set up by psy- 
chologists to act as a clearing house for 
practical studies of this kind. Each of 
the participating psychologists and rep- 
resentatives of the Psychological Cor- 
his quota of test 
appointed two or more 


poration received 
sheets and 
graduate students or assistants who 
interviews with 


conducted the actual 


housewives in the home. 


A Conclusion: Housewives Read 
Advertising 

The outstanding result of this test 
is the proof of the amazing influence 
which advertising can and often does 
exert. For example, 1,090 or 69% of 
the 1,578 housewives answered “‘ Chase 
& Sanborn” to the question about the 
“Date on the can.” The correct an- 
swer, “Ipana,” was given by 943 or 


r - 
3 
he n- 
the EFFECTIVENESS 
d tl 
view- 
Nship 
,and ff URING the past year, sixty 
psychologists located in various 
nge parts of the country, have been 
roup, arrying On cooperative experiments 
ibut- n tests of advertising effectiveness, 
$$10N, particularly among housewives. The 
nong . were made entirely among con- 
new umers in the home and on current 
cling advertising, but the results of previous 
ry experiments were naturally 
that creat value in planning and con- 
the experiments in the field. 
ting \mong the methods tried, one seemed 
duc ilarly promising. Not only did 
the it meet the requirements of a sound 
™ ychological technique, but it was 
sane ilso a very simple and practical means 
wal testing large numbers of people 
o 1 minimum of ambiguity. Be- 
March 16 and April 4, 1932, this 
1 was tried with 1,578 housewives 
_ 15 widely scattered cities and towns, 
_ ind under the supervision of the psy- 


Milwaukee, Wisconsin; S. M. Shellow, Ph.D., 
Psychologist, Milwaukee Electric Railway and Light 
Company. 

Missoula, Montana; E. A. Atkinson, M. A., Assist- 
ant Professor of Psychology, University of Montana. 

Springfield, Massachusetts; Herbert Moore, 
Ph.D., Assistant Professor of Psychology, Mount 
Holyoke College. 

State College, Pennsylvania; B. V. Moore, Ph.D., 
Professor of Psychology, Pennsylvania State College. 

St. Louis, Missouri; H. Meltzer, Ph.D., Lecturer 
in Psychology, Washington University. 

Syracuse, New York; H. W. Hepner, Ph.D., Head 
of the Department of Psychology, School of Business 
Administration, Syracuse University. 
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TEST QUESTIONS 


What canned fruit company advertises “Just the Center Slices!??__ 
What tooth paste advertises ““Heavens! Buddy must havea girl!”’? What 
product used in automobiles uses pictures of /ittle black dogs in its advertising? fy a4 _ 

What product asks, “‘What is the Critical Age of the Skin?” What 
tooth paste advertises “Pink Tooth Brush”? What product for use jp 


automobiles has been using advertisements showing pictures of fish, tigers, flying geese 





and other animals? 





an advertisement) for purifying the breath? 


learned from a beauty expert how to hold my husband”? What does, for 
a product used in automobiles, what butter does for bread? What co pany, , 
or product advertised “This is Mrs. F. C. Edgerton of Spokane, Washington” weil 





feet”? 











What do 85% of dentists recommend (according to 





What soap advertises “] 








What company advertises “Don’t wait till the doctor tells you to keep off your 
What electric refrigerator is “‘Dual-automatic”?___— 


What company advertises a widely used toilet product as often containing “harmful 


acids”? 
ice”? 








drug company advertises “Johnny comes marching home”? 
advertises “Look for the Date on the can’? 


“Bless ’em, they love Desserts!’’? 


What electric refrigerator pledges “‘a long life of care-free sery- 
What coffee uses the “‘Vita-fresh” process? What 





What coffee 
What product advertises 
What building company advertises “| 











smell smoke!’’? 
words, “‘How to make an omelet sing”? 





What company and product was advertised with the 


What company’s food products 





have a nutritional rating of +++ (triple plus)? 


*“*Stop those Runs in Stockings” ? 


What soap advertises 
Fill in the blank space in this sentence: 











“Grapefruit has it! Prunes have it! 


advertises “‘He’ll never guess they’re Left Overs!’’? 


ham and bacon are “Ovenized’’? 


have it too.”—What shortening 
What company’s 
What company advertised “So We 








Made a Smaller Spool”? 
ing? Do you keep house? 
adults ee | 








59.7% of these women to the question 
regarding “‘Pink Tooth Brush.” On 
the other hand, the themes of certain 
very extensive campaigns registered 
correctly among only 15.6%, 11.3%, 
and even 7% of these housewives. In 
some cases, single advertisements, ap- 
pearing only once, registered better 
than campaigns which had run in all 
the major magazines for six months, a 
year, or longer. That is to say, some 
advertising was 50, 100, or 150 times 
more effective, as measured by this 
test, than other advertising. The most 
conspicuous example of this was the 
result of the question, ““What soap 
advertises ‘Stop those runs in stock- 
ings’? This was the headline, ex- 
plained in the copy, of a full-page 
advertisement for Lux soap which had 
appeared in just one of the leading 


What cigarette brand has the sincerest advertis- 
Yes No 


If yes, for how many 





women’s magazines. Almost one-half 
of the housewives, 47.7%, answered 
“Lux.” This one insertion, costing 
about $8,000, was found six times as 
effective as a year’s campaign adver- 
tising another article and costing about 
a million dollars, a ratio of 750 to 1. 
The average of correct answers to the 
thirteen most effective campaigns or 
advertisements was 36.3%. The aver- 
age for the fourteen least effective was 


8.8%. 


The Purpose and Method of the Test 


Qualifications of these results are 
naturally in order, and therefore, before 
presenting them in detail, a statement 
in regard to methods used is quite 
essential. The advertiser generally 
tries to gain the favorable attention 
of consumers and to establish his prod- 




















their effectiveness in 
products which 
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in their minds through the use of 
vehicle known as an advertising 

Jea or a merchandising plan. Such a 
cle, for example, is “‘halitosis” 
Listerine, the ‘“‘four-year service 
rantee’’ on General Electric refrig- 
tors, ‘Pink Tooth Brush” for Ipana 


th paste, **Vita-fresh”’ for Maxwell 


House coffee, “‘I Smell Smoke!” for 


lohns-Manville asbestos shingles, etc. 
nts these themes are usually ex- 
ressed in a headline and then more 
lly developed in the copy or the body 
‘the advertisement. Fundamentally, 
1is is a sound application of the well- 
nown psychological principle of asso- 
n. The method of this study 


tee be 


presents the attempt to measure how 


well these advertising ideas have done 
their work and, above all, to measure 


terms of the 
these ideas or themes 
-intended toimpress. For example, 
n the question, “‘What tooth paste 
dvertises ‘Pink Tooth Brush’ ?’’, the 


product advertised is a tooth paste, not 


question 


A pink tooth brush. 


But the important 
what extent has the 
brush, influenced 


is: To 
lea, pink tooth 


people to remember Ipana tooth paste? 
Such a test is quite different from those 


which ask people whether or not 
hey have seen or read certain adver- 


tisements laid before them, what adver- 


isements they thought best, etc. It 


resembles more the situation in which 


p 


u 
VV 


eople often find themselves when ask- 
ig for an article and having to name 
he particular brand or make they 
ish to buy. 

The advertising chosen as a basis 
r this study was limited to that 


appearing in the Saturday Evening Post 


ind five of the leading women’s maga- 


ines, and appearing in every case in 
current issue. It had been dis- 
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covered, in previous studies, that the 
influence of advertisements in these 
Magazines was so universal and so well 
distributed as to make possible the 
testing of their effectiveness in widely 
scattered localities. How general the 
effectiveness of even a single advertise- 
ment published in only one of these 
magazines can be may be seen in Table 
VIIIc (p. 174). 

The influence of local 
advertising, dealer displays, and radio 
advertising, which carried out the 
themes being tested, would naturally 
contribute toward the net result found 
by our test, and the advertiser alone 
would fully know the extent to which 
these other media had been used. 
What he may not know is the extent 
to which his theme or advertising idea 
has registered his product in comparison 
with the results from other advertising 
themes, either his own or those of com- 
petitors. In order to obtain adequate 
facts for the comparisons of advertising 
effectiveness, this study included: (1) 
themes of campaigns which had run in 
the major magazines a year or more; 
(2) campaigns of several months only; 
(3) single advertisements which had 
appeared only one month in two or 
more magazines, or in only one maga- 
zine; (4) the campaigns of competing 
companies for the same kind of product, 
as, for example, Chase & Sanborn 
and Maxwell House coffees. 

The questions were put directly 
to housewives in the home. Of the 
1,578 women, 1,358 answered “‘yes” to 
the question, “Do you keep house?” 
Among the 163 who said “no,” some 
probably had housekeepers. In 57 
cases there was no answer. A total of 
6,085 adults and children were repre- 
sented by this group of women, or an 
average family of 3.87 children and 
adults. No attempt was made to 


newspaper 





ee ee 


a oe 
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select these women on the basis of 
economic status, except that they be 
women who do their own housekeep- 
ing. Indeed, beyond this criterion, 
the selection was left purposely to 
chance so that the usefulness of 
this measure might be tested under the 
severest possible strain. The consist- 
ency shown by the results from the vari- 
ous localities (see Table VIII, p. 174) 
proves either that a homogeneous group 
of housewives was selected, or, if the 
selection was heterogeneous, that the 
test was measuring influences which 
transcend class distinctions. The most 
important condition in giving this test 
was that it be filled out by the house- 
wife. In no instance was the test 
mailed to or left with the housewife. 
The results were tabulated independ- 
ently in all but one of the fifteen towns 
and cities by the psychologist making 
the local study. These tabulations 
were sent, with the test sheets, to the 
Psychological Corporation, and the 
total results then compiled. The re- 
sults given here, therefore, represent 
independent investigations by fourteen 
widely separated psychologists, whose 
reports are on file. 


Sample Results 


The results of this study were such 
as to warrant certain conclusions of 
major importance in regard to such 
questions as the effectiveness of size 
of advertisements, of their repetition, 
and of the kind of media used, and the 
relative value of color and black and 
white. Before presenting these conclu- 
sions, however, we wish to present the 
results bearing upon specific advertise- 
ments and campaigns. 

Even though the explicit purpose of 
this study was merely the finding of a 
test which would reveal significant 
differences in advertising effectiveness, 


advertisers are naturally interested jn 
the interpretation or explanation of 
these differences. Final explanations 
of these differences by the investigators 
are not warranted, because they lack 
the advertisers’ complete knowledge of 








Taste | 

What electric refrigerator is “‘ Dual-automatic”? 

Answers Number | % 
Westinghouse (correct)......... 288 [18.3 
General Electric............... 177 _|10.8 
Eee ore re 169 {10.7 
NS EEE 64 4.0 
Se eres St 17 1.0 
Miscellaneous................. 69 4.4 
BES BAR eosin ninesce codes an 796 |s50.5 











What electric refrigerator pledges “‘a long life of 
care-free service”? 








Answers Number | % 
General Electric (correct)....... 624 = 139.5 
a EE Peer eer ree 225 =—«|14.3 
ee 54 c.2 
Miscellaneous................. 76 4.9 
gd Re ee 601 {36.8 











the exact scope of their campaigns—the 
number and variety of insertions, the 
amount of dealer, radio, and newspaper 
advertising, etc. Therefore, the ex- 
planations accompanying the results 
of this study must be regarded pri- 
marily as examples of the types of 
explanations which might be valid, or 
which would suggest promising avenues 
for further study. 

The idea expressed in the phrase 
*“‘dual-automatic” had been featured 
by Westinghouse in the headline and 
copy of all of its advertisements for 
about six months, full-page and double- 
page color insertions having been used 
in a wide list of magazines. The title, 
“*A long life of care-free service,” was 
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| by General Electric in one month’s 
tisements. The comparative in- 
iveness of the former tempts us to 


the obvious explanation that 
are not interested in or im- 
by mechanical details. How- 


in other studies not reported here, 

ples of highly effective advertising 

ring a mechanical detail were 

A closer study of the Westing- 

opy showed that the phrase, 

ial-automatic,” was not explained 

rms of specific mechanical features 

atures which were distinctly differ- 

from the mechanical details of 

other refrigerators. The defi- 

of ‘‘dual-automatic,”’ as given in 

py, was not a mechanical one. 

ny event, the idea of “‘care-free 

used by General Electric, 

a powerful appeal to these 

en, who seemed to take kindly to 

hanical equipment which does not 
to be adjusted or taken care of. 

Shortly after the conclusion of this 

tudy, the General Electric Company 

died their theme in a merchandis- 

as well as an advertising campaign. 

‘gan this campaign with a double- 

advertisement in the Saturday 


ning Post, saying, ‘Guaranteed 
inst all service costs for three 
” In a limited study made im- 
itely after this announcement, 


of 150 housewives, tested in 
imbia, Missouri, identified the Gen- 

| Electric refrigerator with this state- 
Since then, General Electric 
increased its guaranty from three 
irs to four and has used this theme 
: basis for both its merchandising 
extensive advertising campaigns. 
lentally, in the same test, one of 
questions was, *‘ What electric refrig- 
r is “‘Super-powered’?”’ ‘“‘Super- 
vered”’ is the term boldly featured 
extensive Frigidaire campaign. 
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Of the 150 housewives tested, 22.6% 
answered Frigidaire. 
Taste II 


What coffee uses the “‘Vita-fresh” process? 





Answers | Number | % 
| 
Maxwell House (correct). 592s 137-5 
Chase & Sanborn. 60 | 3.8 
Hill Bros.. om Fas 
N. J. E 14 0.9 
Del Monte. 12 0.8 
Miscellaneous 187 11.2 
Don’t know. 696 44.1 





What coffee advertises “‘Look for the Date on the 
aan eS 
can’? 





Answers 





Chase & Sanborn (correct). 1,090 |69.0 
Maxwell House. ae 
Miscellaneous 74 7 
Don’t know.. 333 |24.1 





Both of these well known campaigns 
used about the same media, including 
radio broadcasting, and both products 
were very heavily advertised. Why 
should one be almost twice as effective 
as the other? The Chase & Sanborn 
campaign is the older of the two, but 
the results of this test proved, as will 
be seen later, that the duration of a 
campaign has very little to do with its 
effectiveness. The psychologist’s ex- 
planation, based on the extensive 
laboratory experiments of Ebbinghaus 
and others, would be: the term “vita- 
fresh” is an abstract, artificial symbol, 
and abstract or symbolic ideas do not 
create as quick or as definite an im- 
pression as do words with a concrete, 
well-understood meaning. A brief col- 
lateral study on this point brought this 
result: Women said, “Vita-fresh—just 
what does it mean? Has it some- 
thing to do with vitamins? Now ‘date 
on the can’ means something definite 
The fact 
registered 


and is easy to understand.”’ 
that the theme “‘vita-fresh”’ 








—— 
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as well as it did may be due to the 
use of the good word “‘fresh” and to the 
sheer quantitative power and scope of 
the campaign. 


Taste III 


What company’s food products have “a nutritional 
rating of triple plus (+++)”? 








Answers Number | % 
Kraft Phenix (correct)......... 165 {10.5 
Velveeta (correct)............. 77 | 4.9 
PEPE etree Fee 25 1.6 
DHISCOTIAMOOUR . 655 ck icin saneas 136 | 8.6 
a eee err rere 852196 4.5 











What soap company advertises “Stop those runs in 
stockings”? 








Answers Number | % 
Rie COOUICEE Sa sincdidiice ccd nas 755 147-7 
BN cca tatiustscheush ates ants 126 8.0 
hn RON ee een 118 o% 
ee Ee rer re 35 2:3 
BIO CAO i inavedcurasmede 544 |34.5 








thereby reduces the likelihood of runs. 
As already stated, this black and white 
single-page advertisement had appeared 
in only one of the women’s magazines, 
after some trial insertions in a few 
newspapers, and yet almost one-half 
of all the housewives answered, “Lux.” 
This is all the more remarkable when 
one considers the variety of soaps on 
the market, and the extent and variety 
of the advertising campaigns behind 
them. Ina general but very significant 
sense, this result is a comment on the 
relative importance of media and adver- 
tising content. 


Taste IV 


What company and product was advertised with the 
words, “‘How to make an omelet sing”? 








Answers Number | % 
Heinz Ketchup (correct)....... 126 | 8.0 
Sd cacek Fen dccakny xa wiek 14 | 0.9 
eee 97 | 6.2 
PE a tckdotewiakesnuca 1,341 |85.1 











The theme, ‘‘a nutritional rating of 
triple plus (+++),” had been featured 
in full-page and double-page color in- 
sertions in the major magazines for 
three months. Now, housewives are 
certainly interested in food values, and 
the claim made in this theme may have 
been perfectly valid. However, it 
made very little impression, and analy- 
sis shows it to be a highly abstract 
conception. A small study made two 
months later showed no increase in the 
effectiveness of this theme. ‘Stop 
those runs in stockings” touches an 
experience common to all women, in- 
cluding housewives, and does so in a 
very concrete manner. The theme was 
developed in the body of the advertise- 
ment, with the recommendation that 
Lux soap, used in washing stockings, 
will not weaken the delicate fibres, and 





Fill in the blank space in this sentence: “Grapefruit 








has it! Prunes have it! ———————— have it too!” 
Answers Number | % 
Heinz Rice Flakes (correct)... . 179 {11.3 
MOEN vecuc ep ereeeenees 56 3.6 
i ee rey 32 2.0 
ey dt) ree: 18 I.1 
PINE, cosa vu ueucaacean 3390 s«|21.5 
Don’t kmow.......0.scccescccel GS 760-4 











The first of these two questions refers 
to a single full-page advertisement, in 
color, run in the Good Housekeeping 
magazine. The second represents a 
considerable campaign run over a period 
of many months. The products ad- 
vertised belong to the same company. 
In this case the result derived from the 
use of a single magazine was almost as 
great as that from several insertions 
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the same magazine and in a collection 
ther magazines of a similar kind. 

; is another comment on the relative 
tance of advertising content and 


dia used. 


Use of Dramatic Episodes 


The results to the next five questions 
represent advertisements employing 
what might be called “the technique 

f the dramatic episode” as a means of 
gisteri These results 
from advertisements appearing 
month only in from one to five of 

the six leading magazines on which this 


tudy is based. 


ristering | product. 























TaBLe V 
What tooth paste advertises “‘Heavens! Buddy must 
Answers Number | % 
! 
Colgate’s (c0nvGtt}.....0..s:ssca0s 252 les 
Listerine....... iia Sina sasha 44 | 4.1 
Pepsodent. sien ate Aahalarta er q@ 6} 3.9 
MISCCUANOOUE, ccs ca scecanave 71 | 6.6 
MOOWE nso ck chose vauews 670 |62.1 
What building company advertises ‘‘I smell smoke!”’? 
Answers Number | % 
Johns-Manville (correct)........ 60 3.8 
NOTE Ss ai in soe wi eraielare maa aie 12 0.8 
Miscellaneous...........ses00 88 5.6 
Don't KNOW. ccccissaasiscaccal S88) Were 








‘Heavens! Buddy must have a 

girl!’ was the headline and theme of an 
ivertisement picturing a boy who was 

lescribed as giving unusual care to 
brushing his teeth. This care was 
red to involve the use of Colgate’s 

th paste. The episode featured by 

advertisement had nothing to do 

h the quality of Colgate’s tooth 

iste and yet it was quite effective in 


impressing the idea of Colgate’s on 
the minds of many women. It had 
appeared as a full page in three of the 
leading magazines, one page in colors, 
and 23.4% of all the housewives in- 
cluded in the test definitely associated 
the Colgate brand with the mention of 
this theme. Such a device is particu- 
larly valuable in connection with prod- 
ucts like tooth paste, whose intrinsic 
qualities make difficult the advertising 
of outstanding differences. The adver- 
tiser’s problem is, therefore, to discover 
an idea or theme which will impress his 
particular brand effectively on the 
minds of the public. 

““T Smell Smoke!” was the title of 
a full-page, black and white advertise- 
ment in the Saturday Evening Post. 
The illustration was that of a woman’s 
face expressing fear and surprise, and 
the copy explained that the majority 
of residential fires originated on roofs, 
a danger which the use of Johns- 
Manville asbestos shingles would obvi- 
ate. The result is not as high as in 
other cases, but a study of the figures 
will show a clear field for the idea and 
practically no confusion with other 
advertised products. Also, in weigh- 
ing this result, it must be remembered 
that shingles are not a matter of daily 
interest and, therefore, a more difh- 
cult subject than most to impress on 
people’s minds. 

Causes for Bewilderment 

The failure to associate an adver- 
tising idea with the product does not 
necessarily mean that the idea is bad. 
It may be due to a number of other 
reasons which a test such as this helps 
to reveal. 

In the first case, the use of the word 
“spool” led to the naming of several 
brands of thread. This was evidently 
appreciated by the advertiser and cor- 
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rected in later advertising by more between the idea and the product, 


specific reference to “a smaller film Lavoris. 








spool.” 
Taste VI 
What company advertised “So we made a Smaller 
Spool’? 
Answers Number | % 

Eastman Kodak (correct)...... 173 |10.9 
i et reels Spree” 68 | 4.3 
po eee er 39 | 2.5 
a 1 nee 28 1.8 
Miscellaneous................. Gy | 4.3 
ere 1,207 |76.1 











What do 85% of dentists recommend (according to an 


advertisement) for purifying the breath? 








Answers Number | % 
Lavoris {cotvect)....... 26 cc. cces 246 =|15.6 
Listerine....... ae kee 598 137.9 
Pepsodent..... iba chee ewn 256 =|16.2 
PRIQCCMUOMODUS. ... 0.5 ice ices 47 3.0 
RCD. oi ccccnscscawadans 431 27.3 











What company or product advertises “This is Mrs. 
F. C. Edgerton of Spokane, Washington”? 








Answers Number | % 
Gold Medal Flour (correct)..... 116 | 7.4 
iyi ys O25 vn, 48 08S Oe 98 | 6.3 
OD. «3 ic.vu'c 6c vues ebeeae 33 | 2.1 
ere ene 20 | 8.3 
Pillsbury’s Flour... .. money! ss | 3.0 
NN aes aos cha a een 1S 1.0 
Miscellaneous................. 148 | 9.4 
ee t, 394 (71.2 











In the second case there is no doubt 
that the idea of purifying the breath 
(overcoming halitosis) is a good one, but 
the advertiser had only partly suc- 
ceeded in identifying his own product 
by this means. Here there is not only 
the problem of registering a product, 
but the problem of doing so in the face 
of the powerful impression made by 
Listerine through its halitosis campaign. 
If the Lavoris campaign is to become 
more effective, there seems to be need 
for establishing a more vivid connection 


Mrs. Edgerton was the winner of 2 
cooking contest sponsored by Gold 
Medal Flour, and the advertisement jn 
question showed a photograph of Mrs. 
Edgerton below the headline men- 
tioned, and then gave the details of her 
success. This advertisement, a full 
page in colors, appeared in four of the 
magazines, in two cases as a cover 
page, yet the result of this enormous 
expenditure in one month was not high. 
The idea was certainly concrete, but the 
result indicates that it was a concrete 
idea of not much importance to house- 
wives. The frequent mention of Pond’s 
shows that it was considered by many 
women as a form of testimonial advertis- 
ing, but as such it had evidently failed 
to achieve its purpose. 


Useful Opinions 


Questions calling for opinions are 
extremely dangerous in consumer re- 
search. We know, for example, that 
when people are asked to state their 
reason or reasons for buying an article, 
the reasons they give have very low 
reliability. Few people, for example, 
will admit that advertising influenced 
their purchase, and yet, in certain of 
our studies, less direct methods revealed 
advertising as the most potent of all 
causes. If people are asked which of 
similar articles they prefer, it often 
turns out that the article preferred 
above all others is the one least fre- 
quently purchased and vice versa. Ii 
people are asked what features they 
consider most important in automobiles, 
for example, the color, design, horse 
power, speed, durability, economy, ¢tc., 
a more objective study will often reveal 
a contradiction between the _prefer- 
ences expressed and the purchase ac- 
tually made. 
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A NEW METHOD OF TESTING 


The one question asking for an 
opinion in this test—“‘What brand of 
cigarette has the sincerest advertis- 
t was included on the basis of a 
previous experiment with 125 men. 
In addition to this question these men 
had also been asked, “If you smoke 
any cigarette regularly, have you during 
the last year changed your brand? 
If you have, from what brand to what 
brand?” ‘The answers showed a high 
correlation between changes in brands 
and the opinions expressed in regard to 
the sincerity of the advertising.2 Only 
the question in regard to the sincerity 
of cigarette advertising was put to the 
1,578 housewives, and the answers 


were. 








TasLe VII 
What cigarette brand has the sincerest advertising? 
Answers Number | % 
Chesterfield ctr 465 29.1 
COME: 56050: nase ae 234 14.8 
Lucky Strike SO: 205 13.0 
Old Gold eae 141 8.9 
None rere 23 1.5 
Miscellaneous pioicsatirae as 40 2.6 
DON t BO. oe iis siwdecksacann 470 29.8 











The most remarkable aspect of this 
result is the fact that, in all of the 
fifteen cities and towns, Chesterfield 
stood first, and that the order of the 
other brands remained as shown above 
with very few exceptions. Such a high 
degree of uniformity or consistency 
indicates at least that sincerity is a 
factor in advertising, and probably a 
measurable one. Further study may 
prove that there is a causal relation- 
ship between opinions regarding 
sincerity and changes in the brands 
purchased. 

* Details are given in Link, Henry C., The New 
Psychology of Selling and Advertising. New York: 
lhe Macmillan Company, 1932. 
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Reliability of the Test 


One does not have to be a statistician 
to appreciate the reliability of the 
results of this test. A careful look 
at Table VIII will show at once the con- 
sistency of the answers as between the 
different localities. This consistency 
or reliability is expressed statistically 
below. To the layman, it will be 
more significant to know that, in 24 
of the 27 questions asked, the per- 
centage of correct answers stood first 
in every one of the fifteen localities, 
no matter how low that percentage was. 

Probably the most important factor 
in the reliability of these results, and 
one which no statistical method can 
evaluate, is the definiteness of the 
answers which these questions called 
for and the consequent elimination of 
ambiguity and interpretation in compil- 
ing them. As has already been said, 
each of the fifteen groups of answers ex- 
cept one was tabulated by a psychologist 
far removed from all others. The net 
result is, therefore, a collection of many 
different investigations by independent 
investigators using the same method. 





3 Considering the reliability of the 15 different 
samples as related to the result from the total number 
of cases, the probable error of the Mean is: Table 
VIIla, 0.34%; Table VIIIb, 0.13%; Table VIIIc, 
0.28%. The probable errors, based on the standard 
deviations of the localities, are: Table VIIa, 13.36%; 
Table VIIIb, 5.19%; Table VIIIc, 8.84%. The 
standard deviations on which these probable errors are 

; 4) 2FD?, , 
based are derived as follows: ¢ = wn which 
F is the frequency of each sample, D the deviation of 
each sample from the mean, and N the total number 
of cases. 

Considering the samples as a whole, namely, the 
total number of people regardless of locality, the 
probable errors are: Table Villa, 0.78%; Table VIIIb, 
0.52%; Table VII Ic, 0.85%. This is based on the as- 
sumption that we have a binominal distribution so 
that the standard deviation equals the square root 
of PQ (where P equals the relative frequency of cor- 
rect answers and Q the relative frequency of all 
other answers) divided by N, the total number of 
cases. 
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Taste VIII. Answers, By PERCENTAGES, OF 1,578 Housewives, By Locatity 
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Number of interviews..... 100} 400 |100| 75 100| 100] 57 | 100 100} 32 100 79 70 | 00] 65 | 1,578 as ct 
Tasie VIIIa that 
has ¢ 
What coffee advertises ‘Look -erti 
for & Date on the vert 
an 
Chase & Sanborn........ 67%|73% |19%|91% |99%/90%/68 %|70 %/61%|82% |52%/57% |87% 163%174%\60.0% a 0 
Maxwell House......... 2 8 FRE, SERS, SP: 2 2 ee Se See 9 |1II 2 ae Fe ae The 
Miscellaneous........... 5 6 6 3 I 2 2 6 4 9 4 4 4 8 14 147 
WOE WW sc cectevece 26 |13 84 | 6 --+-| 6 |28 |19 |22 | 9 35 |28 7 29 [16 Jar.1 here 
— by 4 
Taste VIIIb J 
coup 
What company’s product gene 
has a nutritional rating Hi 
of triple plus? 
eS eee 5%|22% 2%| 5% 5%| 8%! 2%|15%!| 5%| 3% 71%| 2% |16% 4%| 9%|10.5% 
} enon HVGieewawdwews ee vem RR ERE. Che OE ais Reece PY Ie 3 ey er es supp 
aT 2 oeechoe eons 3 Secehocacsoccohenesfoesecs ceeoloccese 3 osocsccece! 2.6 : 
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Taste VIIIc . & 
is in 
What soap advertises “Stop ¢ 
rhe Runs in Stock- adv 
ings’? con\ 
eee 50 %/33% |36%|57% |44%|76%144%145 %|S1%|28% 174%147% |S6% |52%|S1 %147.8% 
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, Objections and Criticisms swer necessary to prove at least one ; os 
! In considering the significance of this ‘™portant value of our test is that such D part 
test, certain objections and questions advertising as fails to make ee TN lect 
have naturally received careful analysis, 81!0n must also fail to induce purchases. m adv 
Some of these questions were raised The act of buying does not necessarily F_ R 
by advertisers and professional ad- come immediately. It is sometimes— 2 opis 
vertising people. The most important in the case of branded articles, usually— : rat 
question is this: what connection is a later result either of the impression [ ee 
there between registering a product in made by one advertisement or of a series i ee 
the mind of a consumer and his actual of impressions made over a period of BD -se 
purchase of that product? Or, stated time. When circumstances become fa- [f nae 
in the form of an objection: the mere vorable, these impressions may be [f- aie 
fact that certain advertising effectively translated into an actual purchase. BM thi 
impresses a person with the name of a The use of sales as a criterion of PF bei 
product does not mean that he will advertising effectiveness offers the most > b 
° ° & ac 
buy that product, and the only true stupendous complications. Some of ri 
measure of the advertisement’s power these, such as seasonal variations in pi 


is the actual purchase. The only an- sales, changing trends in purchasing 
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wer, and the effects of competing 
senduetts are pretty well recognized. 
Not so well understood are the effects 
f competing advertising campaigns, 
‘ overlapping campaigns, of different 
themes used by the same company, and 
f products which are not yet recognized 
as competitive. It is probably true 
that the use of sales as a basic criterion 
has eliminated or modified many ad- 
vertising campaigns which were doing 

sood job under the circumstances. 
[he results of the method presented 
here should naturally be supplemented 
y all other tests possible, including 
upon returns, actual sales tests, and 
veneral sales results. 

However, the test here presented can 
supply, in a very simple and economical 
fashion, certain information which none 
of these tests now provide, namely: 

1. A measure of how well the public 
is impressed by the message which an 
advertisement or campaign intends to 
convey, in terms of ability to identify 
and name the product. 

2. A measure of the effectiveness of 
one company’s campaign in comparison 
with that of competing companies. 

3. A measure of the work done by a 
particular advertising theme in a col- 
lection of different themes used to 
advertise the same product. 

Recognizing these facts, the psychol- 
ogists engaged in these studies never- 
theless agree on the great importance of 
establishing more specific connections 
between the effectiveness of advertising 
as measured by the method described 
here and its effectiveness in motivating 
actual purchases. Experiments with 
this object in view have been and are 
being conducted. The results already 
achieved indicate strongly that the 
actors measured in the present test 
are of major importance in sales effec- 
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tiveness, and it is expected that these 
results will soon be available. 

A criticism which leads into the very 
heart of this method is that which says: 
this study is nothing more than a 
memory test. A moment’s thought 
will show that this is not a test of 
people’s memory as such, but a test of 
the rememberability of the various adver- 
tising themes themselves. No matter 
what the memory capacities of our 
housewives, this test measures the diff- 
erences in the way in which the same 
women remembered the different adver- 
tising themes. ‘The varying results are, 
therefore, not measures of people’s 
memory, but measures of the varying 
effects which the various themes pro- 
duced on the memories of this group. 

This brings us to the critical center of 
this entire study and to the heart of the 
problem of selling and advertising gen- 
erally. What are the factors which 
produce indelible or well-remembered 
impressions? In broad _ psychological 
terms, the answer would be, the emo- 
tional make-up, the existing habits, the 
specific interests or wants, the interest 
or want patterns, and the economic 
and personal circumstances of the people 
appealed to. In the more specific 
terms of our study the answer would be: 
the effectiveness of an advertisement 
depends upon how well it can establish a 
connection between one or more of the 
above forces and the product it adver- 
tises. For example, the advertisement, 
“Stop those Runs in Stockings,” suc- 
ceeded in establishing a connection 
between the common experience of 
runs in stockings, the habit of washing 
stockings, and the use of Lux soap. 
“Heavens! Buddy must have a girl!” 


established a connection between a com- 
mon emotional experience regarding 
children and their adolescence, and the 


“This 


use of Colgate’s tooth paste. 
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is Mrs. Edgerton of Spokane, Washing- 
ton”’ failed to make a strong impression 
because, evidently, not many women 
have a vital interest in cooking con- 
tests. The theme, “‘Harmful acids in 
toilet paper,”’ may arouse interest, but 
its effectiveness will probably be limited 
by the number of people who, over a 
period of many years, have not felt any 
harmful effects. ‘The above conclusion 
may seem to be obvious in theory, but 
judged by the results from the various 
campaigns tested it is not entirely 
obvious in practice. Moreover, no 
textbook on psychology, or on the 
psychology of advertising, can outline 
or describe the specific appeals or 
themes which will be effective with 
different products. The successful link 
between advertising and response can 
be discovered only by the systematic 
analysis of consumer reactions, cur- 
rently, to specific products or appeals. 
In this respect, the modern psycholog- 
ical approach differs from the older 
psychological approach; for whereas the 
latter was intent on formulating the 
forces of human nature and types of 
appeal as such, the former is concerned 
with the development of methods by 
which specific types of appeal of current 
significance can be discovered and their 
effectiveness measured. The present 
study is an illustration as applied to the 
measurement of appeals already in use, 
and suggests the possibility of such and 
related tests in the process of discover- 
ing and testing appeals before they are 
put into wide circulation. 


General Conclusions 


Elaborate studies have been made in 
the past to evaluate the elements which 
determine the effectiveness of advertis- 
ing, and many general conclusions have 
been presented in regard to the in- 





—_——— 
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fluence of such factors as size, position 
use of color as compared with black and 
white, layout, coupons, repetition, et,‘ 
The results of the present study, which 
we present as powerful indication; 
rather than as final conclusions, are 
therefore of particular interest, espe- 
cially since they seem to show that the 
factors heretofore considered very im. 
portant are relatively unimportant. 
Physical Factors.—The results of our 
study indicate that the size of advertise- 
ments, the use of color, the type of 
illustration, the position, the layout, the 
length of headline, etc., are of decidedly 
minor importance. The fact that cam- 
paigns of many months standing, 
involving the use of double-page adver- 
tisements with all advertisements in 
color, with variations in illustration and 
physical treatment, and with the use of 
cover pages, were not as effective or not 
much more effective than certain adver- 
tisements appearing for only one month, 
is the best possible evidence of the 
probable truth of this conclusion. 
Cumulative Effect—It appears, from 
these results, that an advertising theme 
which does not have a strong effect 
immediately, does not accumulate much 
in effectiveness through periodic repe- 
tition over a period of months. Al- 
though the results given above are 
those from a single test given at one 
time, and do not include repeated tests 
of cumulative effectiveness, this con- 
clusion is still warranted. If we take 
the theme “Dual-automatic,” consist- 
ently repeated for the Westinghouse 
Electric refrigerator over a period of six 
months, the end result of 18.5% of 
correct answers represents the cumula- 
tive effect of a campaign which could 
not have had a very powerful effect in 





“See, ¢.g., Falk, A. T., “Analyzing Advertising 
Results,” vit HARVARD BUSINESS REVIEW 2 and 3, 
January and April, 1929. 
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Seni aplies to several other campaigns 
ion, ait ed. Final proof of this deduction 
y, which will come with the periodic repetition 
ications tests like the present one. 

ns, an Media.—lf an advertisement does 
t espe. t register effectively when published 
hat the » one of the major magazines, the 
ery im. .ddition of other magazines will not add 
nt. substantially to the net result. The 
of our itstanding proof here is the result to 
Vertise. question, “‘What soap advertises 
ype of jp ‘Stop those Runs in Stockings’ !” ‘The 
ut, the 47.7% of women who answered this 
idedly rrectly represent, according to all 
t cam- 1e available magazine studies, a con- 
nding. iderably larger proportion of readers 
adver. an the Ladies’ Home Journal can claim 
nts in sitsown. ‘The results of the questions 
yn and egard to Heinz’s ketchup, Colgate’s 
use of paste, Squibb’s products, Johns- 
or not \fanville shingles, when compared with 
diver. results of extensive campaigns using 
onth, the major magazines, makes this 
tah lusion obvious. 

The Advertising Message.—The most 
from itical factor in the effectiveness of 
heme tising, and the one which dwarfs 
affect ther factors in comparison, is the 
nuch ter of the central theme or 
repe- idvertising message—whether that 
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beautifully colored page or merely in 
black and white, etc. If a message 
has a definite and vital connection with 
the habits, interests, emotional pat- 
terns, and experience of a sufficient 
number of people, it will make an im- 
pression in spite of the physical factors 
of form and media used in presenting it. 

The Product.—Naturally, the char- 
acter of the product imposes limitations 
on the character of the advertising 
themes which can be used, although 
the exact nature of these limitations is 
difficult to define. The continued ad- 
vertising of any product rests on the 
extent to which the interest aroused 
in the product by advertising is satisfied 
by the actual use of that product. But 
the advertiser’s problem is more than 
merely having a good product to de- 
scribe. Maxwell House coffee is prob- 
ably just as good and fresh as Chase 
& Sanborn coffee, and yet its advertis- 
ing did not register nearly so well. 
The same may be said of Westinghouse 
and General Electric refrigerators, and 
of a multitude of other products. 
Therefore, while the satisfying nature 
of the product is basic, the question of 
effective advertising involves psycho- 
logical problems which extend con- 
siderably beyond the scope of the 
product and its usefulness. 








A BUSINESS TRIBUNAL FOR CORPORATE 
REORGANIZATIONS 


By PHILIP G. PHILLIPS 


R years there has been little 
improvement in the technique of 
reorganization of industrial corpo- 

rations and readjustments in corporate 
securities, and criticism is rampant. 
Present technique of reorganization 
is declared to be expensive, unfair, un- 
certain, long drawn out, and neither 
fool-proof nor knave-proof. In the 
period of financial adjustment which 
so clearly lies ahead of us, a business- 
like procedure must be evolved. It is 
not enough for this procedure to rest 
on legal dogma; sound business prin- 
ciples should be applied as well. 

This article considers the problem 
of corporate reorganization from the 
standpoint of bonds, but similar studies 
could be made about any of the types 
of securities or any ordinary debt 
against a corporation in difficulties. 
Rightfully or wrongfully, the bond- 
holder is generally conceived as the 
most important personage in corporate 
reorganization, and we are therefore 
examining his position instead of the 
other security holders, in the hope of 
finding some solution for our present 
problems. 


How Corporations Are Reorganized; 
Why Committees? 


Corporations are faced with the 
necessity of obtaining outside capital, 
not only to meet interest requirements, 
but also for operating expenses neces- 
sary for their very existence. New 
money cannot be obtained without 
attractive security. A lien in.erior to 
that of the bondholders will not attract 
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a 


it; a lien prior to theirs cannot by 
obtained without their consent—ap4 
legal consent means that of 100% oj 
the bondholders.! Such consent no} 
being obtainable, the corporation cap. 
not pay the bondholders; they cry fo; 
their pound of flesh, the security behing 
their bonds. 

The law stands ready to deliver the 
security to the bondholders and to 
provide a new corporation, but it 
does not stand ready to provide new 
money with which to run the property, 
nor is it of any assistance in determin- 
ing the terms of the new relationships 
to be entered into or to furnish an 
actual operating business unit. 

The bondholders have something 
akin to a mortgage held by a trustee 
designated to act for their benefit. 
The trustee has the power to foreclose 
on behalf of the bondholders and to 
take steps necessary to protect the 
security. But were he merely to fore- 
close on the property, the bondholders 
would have an idle piece of business 
machinery, with no one ready to run 





1 In re Cornell Co. (1912) 201 Fed. 381, 388. Asa 
matter of fact the consent is a contributing cause to 


the entire situation outlined in this paper, and in the 


end the bondholder finds his first lien a boomerang in 


many cases, and frequently not a first lien at all. ; 
See Isaacs, Nathan, “Business Security and Legal — 


Security,” 37 Harvard Law Review 212 (1923). Con- 
trasted with the English and Canadian procedure, 
whereby a certain percentage of bondholders can by 


their consent speedily allow a new mortgage to be 


placed ahead of theirs, our procedure frequently seems 
needlessly complicated. See Fraser, W. K., “Reor- 
ganization of Companies in Canada,” 27 Columbia 
Law Review 939 (1927), which contains an excellent 
description of the Canadian system, while pointing 
out defects in ours. 
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for them. ‘They would still be 
tr ubled with its management; they 
would still be in need of raising money 
+ its continued operation. 
The early history of our corporate 
ance demonstrated that someone 
} to step in to act on behalf of the 


nad 


bondholders and see that they realized 
their security, and, in addition, to 
nake sure that, when they finally 
rect eived some title to it, it would be in 


form of a useful operating business 


m 


init. The duty was generally assumed 
by the house of issue of the securities. 
It was natural that they should protect 
those who had purchased their issues, 
ind in addition they alone possessed a 
list of purchasers of the bonds and could 
communicate with the holders of the 
securities and obtain united action. A 
croup of bankers and attorneys would 
thus form a committee, have bonds 
deposited with a bank, and issue cer- 
tificates of deposit for the bonds. The 
bondholders would enter into an agree- 
ment with them whereby they, the 
committee, were given title to the 
bonds, with all the rights and remedies 

the bondholders, and the power to 
operate and organize the property, 
when obtained, for the best interests 
of the bondholders, in any manner they 
saw iit. 

Thus, using the old legal tools of re- 
ceivership, foreclosure, and incorpora- 
tion, which were designed for entirely 
different purposes, these committees 
have attempted to make the bondhold- 
ers security worth while. In many 
cases it must be admitted that they 
have succeeded admirably, considering 
the limitations under which they were 
forced to act. But frequently the 

mmittee operates now as it did in 
the past, as a group of individuals 
triving to float a sinking ship while 
iriving her full speed ahead. The law 
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will furnish pumps to keep out the 
water, but the committee must supply 
the other machinery as well as the 
fuel. It does seem in this day of 
complicated financial structure that 
someone should come to the aid of the 
committees. 


A Typical Reorganization 


The reorganization of Hotel Pierre? 
is typical of the process used, though 
not so complicated with creditors and 
business customers as is the ordi- 
nary industrial reorganization. ‘The 
Hotel Pierre Company built and oper- 
ated a de luxe New York hostelry, 
upon land which it had leased from 
the Gerry Estate for a long term of 
years. The company in 1930 issued 
$6,500,000 First Mortgage 614 % Lease- 
hold Bonds and $3,250,000 Junior 
Debentures, which were held by the 
owners of the hotel company stock. 
The hotel at the very outset was 
unable to operate at a profit, and by 
July, 1931, there was no money to 
meet interest requirements and a de- 
fault occurred. A bondholders’ com- 
mittee was formed by the house of 
issue. 

In June, 1932, the following plan of 
reorganization was submitted to the 








bondholders: 
| Authorized | Issued 
Fifteen Year 6 % Leasehold | 
Mortgage Income Bonds| $975,000 $975,000 


| 
5,037,000 


Twenty-five Year 5% In- 
come Debentures..... 
Class A Stock, no par 


-| 5,937,500 





value, voting rights | 44,750 shs. 38,750 shs. 
Class B Stock, no par/ 
value, nonvoting 99,000 shs. 75,000 shs. 


| 





2 The facts and figures of this reorganization, as 
well as those that follow, have been obtained from a 
study of the entire set of documents issued in con- 
nection with the reorganization by the various com- 
mittees. This study included not only such docu- 
ments as are customarily sent to bondholders, but the 
contracts, deposit and reorganization agreements, 
etc., as well. 
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Each bondholder could purchase in- 
come bonds up to 10% of the par 
value of his securities, and in addition 
would receive $250 of debentures and 
one share of Class A and four shares 
of Class B stock. Creditors and hold- 
ers of the junior debentures could 
likewise subscribe, and if there were 
not enough subscriptions the committee 
might even offer the bonds to outsiders. 
Every bondholder was also entitled to 
$400 income debentures and one share 
of Class A and four shares of Class B 
stock for each $1,000 of old bonds 
held. The creditors and holders of 
the debentures had only the subscrip- 
tion rights. ‘The Gerry Estate received 
22,500 shares of Class A and 10,000 
shares of Class B stock for modifying 
the lease. While the Gerry Estate was 
willing to purchase $200,000 new bonds, 
unless $600,000 was subscribed by 
June 27 it would take possession of the 
property and cancel the lease. 

The plan is available to the public 
and the bondholders, but they are 
puzzled as to the whys and wherefors. 
Why is such consideration given to the 
owner of the fee, why allow the deben- 
ture holders the rights given them? 
No plan of reorganization can tell that. 
Only a study of the twelve-months’ 
negotiations between the bondholders’ 
committee, the owner of the fee, the 
debenture holders, and the stockholders 
and creditors can furnish the answer. 

Such a study would show at the out- 
set that the owner of the fee had the 
right to foreclose on the lease and 
obtain the fee, building and all, any 
time that the rent was not paid when 
due. It would show that the owners of 
the bonds had a first lien on the furni- 
ture and fixtures in the building, which 
cost $1,200,000 and which were essential 
for the operation of the hotel unless 
others were purchased. It would show 
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that the committee vainly tried 1, 
obtain money from the bondholders 
as to be in a position to continue rup. 
ning the property. It would show ; 
committee which realized that unless 
the terms of the lease could be greatly 
modified the property could not be 
profitably operated. It would show 
that the debenture holders’ committee 
offered to supply the needed financing 
but on their own terms—meaning los; 
of the equity of the first-mortgage 
bonds. One party with a lease, another 
with furniture and fixtures, another 
with money—the lien of the bond. 
holders, as expressed in legal terms and 
sales’ prospectuses, fades in the distance. 
After one knows these facts, the re- 
organization terms are no longer puz 
zling; they are the result of a series of 
“thorse trades,” in which each party used 
its advantages for barter and gain. 
Financial soundness and seeming fair- 
ness obviously had to be sacrificed to 
meet these ends. 

When the Pierre plan was set forth, 
it was not greeted with much enthusi- 
asm by the bondholders. The con- 
mittee shortly announced that it had 
arranged for the plan and their fees to 
be approved by an arbitrator, appointed 
by the judge before whom the bank- 
ruptcy of the Hotel Pierre Company 
was pending and without whose ap- 
proval the plan would not be carried 
out. 

The business man is tempted to ask 
the reason for this offer of arbitration. 
If the plan is wrong, are not the courts 
willing and ready to check it? Un- 
fortunately, it must be answered, the 
courts are averse to passing on plans of 
reorganization. Before the promulga- 
tion of a reorganization plan, the courts 
will not step in. After its promulga- 
tion, the remedies they offer are few, 
slow and cumbersome, and are generally 
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tried t 
: wnctive in their end. The courts 


rIders sy fee =onjun ; 
nue rup. n their own behalf will not make 
show ; plans for reorganization. 
t unlen ' Even if the courts could do this, it 
greatly doubtful if it would be advisable. 
Not be Courts act slowly and in most instances 
d show base their financial logic on legal an- 
nmittee achronisms and on decisions antedat- 
ncing— ing our present complicated financial 
ing logs structures. 
Ortgage Functions of a Committee and How They 
Another Are Exercised 
Another 

bond- The protection given security hold- 
ms and ers in general in reorganization must 
ieee come from business itself. ‘The secur- 
the re- ity holder standing alone is powerless 
r puz to take constructive action. Some- 
ries times, of course, he may prove destruc- 
ty used tive in his tactics; as, for instance, in 
= the $4,000,000 bond issue put out by 
g fair. the Home Mortgage Company, where 
ced , single bondholder was able to tie up 


the property for a year and have his 
Seth own lawver appointed as receiver. 
sttnint, As it becomes apparent that the 
l ] 
Ic 


os bondholders’ protection is probably 
had dependent on the work of commit- 
ak tees, the bondholders with but few 


exceptions rally to the call of the 
mmittee,* organized by the house of 





bank- 
ipa issue or by others, and are then bound 
S a, to the committee by a deposit agree- 
aTTICd } *The following are the percentages of bonds 
deposited with various committees organized by 
o ask ». W. Straus & Co. in various representative issues. 
‘ Lhe ercentages are all the more remarkable when 
ation. nsiders the constant attacks made upon S. W. 
ourts Straus & Co. by independent committees. The 
Un- f n parentheses are the number of months after 
ie when the percentages were computed: Alton 
, the ( 64% (4); Hensley Stoval Arcade, 75% (414); 
ns of H insurance Co., over 90% (5); Lewis Morris 


Ay artments, over 75% (314); Locust Arms, 83% (7); 


ioa- 
— lerrace, 65% (4, before readjustment plan was 
yurt al 1), 81% (6, after plan was announced); The 
ulga- M and, 61% (4, at time plan was proposed), 70% 
few 7, aiter plan was adopted); Miami Professional Office 
Phy 34% (6); North Carolina Mortgage Co., 99% 
rally ! reorganization adopted); Oliver Cromwell 


ts, 91% (10). 
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ment. ‘* ... The nature and extent 
of the powers of the bondholders’ 
committee are to be sought, not 


in any statute or rule of common law, 
but in the instrument under which 
they undertake to act on behalf of the 
bondholders. The agreement of the 
bondholders is both a definition and 
limitation of their powers.”* Not only 
is the committee appointed agent for 
the bondholder to pursue all the reme- 
dies which he individually has, and 
title to the bonds vested in the commit- 
tee, but it is given specific and general 
powers to take any steps which might 
conceivably be necessary in the reor- 
ganization of the property, including 
the readjustment of the terms of the 
security or the conduct of the business. 

The committee is not only the agent 
of the bondholders but in effect is also 
the judge of its own acts. It is true 
that the bondholder has the right to 
withdraw should he disapprove of the 
plan of reorganization made for him, 
but the right of withdrawal is more 
theoretical than real. In the first 
place, when a plan is promulgated, the 
bondholder is given notice—as is pre- 
scribed in the deposit agreement. No- 
tice frequently means publication in a 
newspaper, and a notice is not always 
such as to tell the bondholder the 
content of the plan. For example, 
the deposit agreement in the case of the 
General Committee for the Protection 
of Real Estate Bondholders, of which 
Samuel Seabury is counsel, and which 
has recently been praised as an example 
of a committee acting pro bono publico, 
provides that when a plan of reorgani- 
zation is completed, a copy of the plan 
shall be deposited with the depository 
and only notice of the fact of such 
deposit shall be given the bondholders. 


* Carter v. First National Bank, 128 Md. 581-587, 
98 Atl. 77 (1916). 
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Even if the bondholder does with- 
draw, he will find himself among a 
small minority of dissenters, and the 
plans are generally arranged so that a 
dissenter fares far worse than an ac- 
cepter. For example, in the reor- 
ganization of Erco-Hall, the assenting 
bondholder received, for each $1,000 
6% First Mortgage Bond, $605 in cash 
and $455 in 5% Debentures; the non- 
assenting bondholder received $361.93. 
Even when plans have been severely 
criticized, bondholders do not with- 
draw.® For example, in the National 
Radiator Company, the plan proposed 
by a committee composed of officers 
of the corporation was severely con- 
demned by a group of bondholders, and 
much publicity was given to this fact; 
a few insignificant changes were there- 
upon made in the plan, and it was 
accepted by 93% of the bondholders. 
If, however, too many of the bond- 
holders dissent, the committee, as is its 
right under deposit agreements, im- 
mediately withdraws the plan. Some- 
times the plan is withdrawn even when 
it is accepted by the bondholders. 
For example, in the reorganization of 
the Punte Alegre Sugar Company, 91% 
of the noteholders and 83% of the 
debenture holders accepted the plan, 
but it was later withdrawn by the 
committee “because of the critical 
condition of the sugar industry.” 

The bondholder has no control over 
whether or not there shall be a reorgan- 
ization. ‘There are countless instances 
in which an alternative adjustment in 


5In most instances “dissenters” consist of well- 
known speculators who purchase bonds at a low price 
and use them to “hold up” the reorganization com- 
mittee. See Dewing, A. S., The Financial Policy 
of Corporations. New York: Ronald Press, 1920. 
Vol. 5, p.65n. They frequently are successful in this 
endeavor. Honest dissenters are sometimes “bought 
off” even against their own protest. See Pittelkow 
Heating Co. v. Detroit Estates et al. (1932) 256 Mich. 
116; 239 N. W. 383. 
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the terms of the bonds could be made 
when there is a slight default. Take, 
for example, the Lewis Morris Apart. 
ment Building in New York City, in 
which a 64% First Mortgage of 
$1,500,000 was temporarily in diff. 
culties due to new subway construction: 
the bondholders, instead of foreclosing 
through committees over whom they 
had no control, signed a waiver which 
released the owner from making certain 
monthly deposits. But with the rest- 
lessness of bondholders at present, 
sensible adjustments are frequently out 
of the question. An example of this is 
afforded in the case of the property 
located at 2480 Broadway, New York 
City, where there was a default in pay- 
ment of interest. S. W. Straus & Com- 
pany, the underwriters of the bonds on 
this house, requested the bondholders 
to be patient, stating that they were in 
the process of making an individual 
loan from one of the stockholders of 
the owning corporation of the apart- 
ment, whose activities depended on 
certain adjustments being made in the 
terms of the bonds. But before such 
adjustments could be made, a group of 
outsiders attempted to form a com- 
mittee; they frightened the lending 
stockholder away, and the usual com- 
mittee work will shortly be in progress. 

The committee method is costly, and 
frequently 10% to 20% of the value of 
the property is lost as a result of the 
committee work. The deposit agree- 
ment rarely limits the expenses of the 
committee. In the Delafield Com- 
mittee for Real Estate Bonds in New 
York—another committee formed by 
men who desire to protect the bond- 
holders from the evils of houses of 
issue assuming this function—the de- 
posit agreement limits the committee’s 
expenses to 5% of the par value of the 
bonds, which might be quite high in 
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w of the fact that a great many of 
bonds sell for less than 20% of par. 
Sometimes, after a committee is 
formed, there is no reorganization of 
the property but a mere adjustment in 
e terms of the securities. Thus, in 
National Theatres Corporation, a 
committee was formed for the First 
Mortgage 6% $2,500,000 bond issue, 
receiver was appointed, and fore- 
ire commenced. A new corpora- 
bought the property subject to 
e lien of the bonds, the receiver was 
discharged, the foreclosure suit was 
dismissed, and the bonds reinstated. 
For London Terrace, New York City, 
$s,s00,000 First and General Mortgage 
6° Bonds, a committee was formed; 
stead of reorganizing the property, an 
justment was worked out with the 
er inside of five or six months, 
whereby there was a waiver of certain 
provisions of the trust indenture, and 
certain surety companies loaned money 
to the owner without taking a creditor 
sition prior to that of the bond- 
ders. After the adjustment was 
de, however, the bonds were retained 
deposit by the bondholders’ 
mmittee. 
he above cases, however, are excep- 
nal, and once bonds are deposited 
a committee, it usually follows 
it a new corporation will be formed; 
and since new money must be had, this 
generally means a new mortgage ahead 
lien of the bondholders. In the 
it was possible at times to raise 
ney from stockholders, but for the 


time being this is well righ impossible. 


Even if stockholders are allowed to 
ntinue in the property on the fairest 
rms, attack is immediately made on 

plan by attorneys, scrupulous and 
crupulous. 
The above examples demonstrate 
vast range of activity which a 


io 2 
>) 


committee can pursue. Of course, the 
examples show merely the results of 
the “horse-trading”’ process, which 
must be accepted by the bondholders 
on faith, for there is no check on what 
the committees do. They are not 
charitable; they pledge deposited bonds 
for their expenses, and they become the 
controlling officers in any new corpora- 
tion formed and the voting trustees of 
any stock issued to the bondholders. 
Frequently, large blocks of stock are 
given to the committee which acts as a 
syndicate, in return for its services, as 
was done in the reorganization of the 
American Piano Company. In addi- 
tion, in the latter case, the accounts of 
the committee were to be filed and 
approved by the directorate of the new 
corporation—its own nominees. 

Through all of this the law is aloof. 
Its remedies are receivership, fore- 
closure, new corporations, and the like, 
but these are only tools to be used by 
the committee in aiding it in the “horse 
trades” and provide the individual bond- 
holder with no real check. 

Committee work is costly, obscure, 
blocked by selfishness and unfairness, 
and in most instances there is a lack of 
relationship between result and intelli- 
gent planning. The individual bond- 
holder is dissatisfied with the result 
and feels that there is a satisfactory 
and assured method neither for the 
open investigation of all the facts 
nor for a hearing of individual pro- 
tests. 

To add to his difficulties the indi- 
vidual investor now has to deal with not 
only one committee, but in many 
instances there are three or four in the 
field acting as rivals and accusing each 
other of selfish motives. It is not the 
fault of the committees; it is the fault 
of an antiquated makeshift method of 
reorganization. 
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The Proposed Solution 


It is proposed that the present 
machinery for the rehabilitation of 
corporate securities be so amended 
that no reorganization plan be finally 
adopted, and no fees paid to committee 
or counsel, unless the plan has been 
approved by a board of impartial 
“arbitrators” before whom all the 
relevant facts shall be disclosed and 
before whom the individual bondhold- 
ers and all other interested parties 
shall have the right to appear in order 
to protect their interests.6 Such a 
scheme was tried out in the reorganiza- 
tion of the securities of G. L. Miller 
and Company, and Judge Julian Mack 
sat as arbitrator with marked success. 
In the case of Fort Sumpter Hotel, the 
original plan of the committee called 
for each bondholder to receive twenty 
cents in cash and eighty cents in new 
bonds. Before the arbitrator appeared 
a bondholder who himself was willing 
to bid more in cash for the building 
than had been offered. The arbitrator 
refused to allow the original proposed 
reorganization. The ultimate result 
was ninty-seven cents in cash from the 
original offerer. 

The arbitration device will bring to 
view the factors hidden in the “horse- 





® The first published suggestion that the arbitration 
process be used as an aid to reorganization seems to be 
contained in a note in 30 Columbia Law Review 1025 
(1930): “It is interesting to note some of the limita- 
tions of the judicial machine in handling a receivership 
and reorganization of this size. The expense and 
time involved in extensive litigation are not calculated 
to improve the position of the various parties con- 
cerned. It is to be regretted that some more expedi- 
tious method of settlement has not been devised. 
When the parties cannot agree, perhaps a more satis- 
factory procedure would be some form or arbitration. 
At least, the interests of all parties would be protected. 
Furthermore, such a procedure would shield reorgani- 
zation committees from the wild claims of defeatists 
and at the same time eliminate much of the duplica- 
tion and consequent delay inherent in a bi-partate 
proceeding before Master and Court.” 
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trading” process and provide a group of 
impartial judges for the acts of the 
committees. Exorbitant fees will not 
be allowed by arbitrators, and the 
burden of proof will be on the com. 
mittee and counsel to justify the 
amounts they claim due them.’ Many 
of our greatest experts in finance are 
too occupied to engage in the long and 
complicated task of acting as members 
of bondholders’ committees, but they 
would not hesitate to perform the 
function of arbitrators at a hearing 
which would be short and expeditious, 
In that way, the bondholder would be 
assured that the result finally obtained 
was checked by the best talent avail- 
able, by men whose thoughts would 
be occupied with financial soundness 
and the equities of the plans rather 
than with the bargaining complex 
which committeemen are almost cer- 
tain to have. 

The plan would not be difficult to 
carry out. Every deposit agreement 
need but contain a clause providing 
that before a plan of reorganization or 
fees of committee or counsel could 
become final, they would have to be 
approved by a board of arbitrators.’ 
Bondholders would be given notice of 
the hearing date and of the plan and 
fees proposed. The arbitrators would 
have full power to modify or amend the 
plan, and the hearing would be so 





7 See Central Hanover Bank and Trust Co. v. Ulster 
and Delaware R. R. Co. (1932 cf. American Arbitra- 
tion Service, p. 230) in which case Judge Julian Mack 
sat as arbitrator of fees of counsel and committee. 
The decision discusses the ratio decedendi to be used 
by arbitrators in reorganization cases. 

® Such agreements would be valid and specifically 
enforceable under the modern arbitration statutes in 
Arizona, California, Connecticut, Louisiana, Massa- 
chusetts, New Hampshire, New Jersey, New York, 
Ohio, Oregon, Pennsylvania, Rhode Island, Wiscon- 
sin. For a discussion of the legality and enforcea- 
bility of a somewhat analogous arbitration agreement 
see: Fischer v. Superior Court (Cal. App., 1930) 287 
Pac. 556. 
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nducted that all the facts would 
presented. Incidentally, a further 
-k might be given the bondholder 
by viding that disputes between 
bondholder and committee, concerning 

h matters as the right to withdraw, 
vic. be also submitted to a board of 
rbitration, while the “‘horse-trading” 


the open by the committees submitting 
arbitration any disputes with cred- 
_ etc., whenever possible. 

But we should not stop there. It 
further proposed not only that the 
bitration check should be used after 

plans of reorganization are proposed, 

but also that a similar check be pro- 
vided by business as soon as a default 
irs, thereby eliminating the need 
committees in many instances. 

Recall the examples of London Terrace, 

National Theatres Corporation, or 2480 

Broadway, referred to above. Was it 

necessary to incur the expense of 

committees there? Why the useless 
expenditures of the Punte Alegre first 
pl Examine the recent case of the 

Dorset Apartments: S. W. Straus & 

Company, the underwriters, after a 

lefault occurred, obtained a loan from 

the owner on condition that amortiza- 
nbereduced. They asked the bond- 
iders to consent, and alleged, as an 
litional protection for the bond- 
holders, that they had provided that 
their own management corporation 
ld manage the properties. The 

General Committee for the Protection 

of Bondholders, an independent group, 

elt that the amortization terms were 
they should be, and did not 

think it just that the management of 
he corporation should be tied up with 
‘ house of issue for the length of time 
roposed. But there was no tribunal 
fore whom they could submit their 
im; they had to call for the deposit 
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of bonds to have these terms effectively 
changed.® 

There are many instances today in 
which reorganizations are put through 
and new loans procured at the pro- 
hibitive rates prevailing merely because 
the bondholders cry for action. If 
the committees could but obtain the 
consent of an impartial board to delay 
—could only communicate to all the 
interested parties that an impartial 
board had found, for example, that 
reorganization on the particular prop- 
erty at the present time was the height 
of folly—the bondholders should be 
satisfied. And if only there had been 
a board in the first place on such 
properties, there would have been no 
committees in many instances. 


Benefits of the Plan, and Objections 
Answered 


It is not submitted that this plan will 
furnish a final panacea to our reorgani- 
zation difficulties. Undoubtedly, there 
is a tremendous need for changes in the 
terms of securities and for legislation 
which will prevent delays and waste 
incident to modern reorganization. 
The problem, however, is one of the 
present; we must deal with the securi- 
ties at present outstanding, and we 
cannot tarry until remedial legislation 
finds its slow way into our statutes. 





*A most recent example of the necessity of such a 
board is contained in the recent plea of the N. Y.C. 
and St. L. R. R. Co. for noteholders to assent to a 
plan for a payment of its notes due October 1, 1932, 
25% in cash and 75% in new short-term notes. The 
Reconstruction Finance Corporation was to furnish 
the cash, providing a named percentage of the bond- 
holders agreed to the plan. The admitted reluctance 
of the creditors to agree to this was caused by their 
doubt as to the necessity of obtaining only a small 
percentage in cash. This article has avoided discus- 
sion of public-utility problems, which are even more 
complicated than the industrial situation presented 
here. But the example is extremely pertinent to the 
general subject. 
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The process proposed will, at the 
very outset, restore the confidence of 
the public in reorganization plans, 
eliminate the controversies arising 
through suspicion of ulterior purposes 
and unfair enrichment, assure endorse- 
ment for any fair and equitable plan of 
readjustment or reorganization, elimi- 
nate huge and unnecessary fees, and 
thereby convince the bondholders that 
they are receiving the full measure of 
their just rights. There should be no 
difficulty in having the bondholders 
accept the process. 

It would undoubtedly test the sin- 
cerity and disinterestedness of commit- 
tees and houses of issue, but honest com- 
mittees and houses of issue have been 
trying to find help from the dilemma 
and should welcome the change. The 
dishonest ones might object that 
it was but an unnecessary adjunct to 
the committee process, but that ob- 
jection can easily be met. Committees 
may still confine their activities to 
“‘horse trading,” but they are furnished 
with a judicial adjunct, entirely dis- 
tinct and apart from anything now in 
existence. ‘The obscure elements en- 
tering into a reorganization are brought 
into view, and a method for finding a 
relationship between result and _ in- 
telligent planning is obtained. 

The creditors and junior certificate 
holders have nothing to lose by accept- 
ing the plan.” As things nowstand, the 





10 One of the main difficulties encountered in any 
reorganization is dissatisfied objectors thereto. The 
methods which they can and do use to tie up the 


committees can wipe them out com. 
pletely should they be so minded 
Foreclosure gives the property to the 
bondholders free and clear; it is rar. 
that creditors will care to bid against , 
committee to prevent this, and it j; 
unprofitable should they care to do so, 

For issues of the future, consent ty 
this method of readjustment and r. 
organization can be obtained in ad. 
vance by proper provisions in trust 
indentures and corporation documents, 

A complete study of the various rela. 
tionships that enter into readjustment; 
and reorganization should be made so 
that we can set to work to determine a 
better method in the future. But the 
problem is so pressing that we can but 
use the tools that are already at hand, 
The arbitral process should be inm- 
mediately placed in operation, and 
thought and attention should be given 
to the exact details of its use and 
administration. Business can and 
should provide a remedy for its own ills. 





entire process are scandalous and a disgrace to our 
judicial system. With a fair arbitration tribunal 
before whom resort could be had by all, the “‘chiselers,” 
as this group is termed, would have less standing 
than ever, and the courts might apply the philosophy 
of Crostwaithe v. Moline Plow Co., 298 Fed. 466 (1924) 
to all objectors: “‘It has been held in this court and 
also in the United States Supreme Court that it 
would be most inequitable to allow a small minority 
of bondholders, or a comparatively insignificant 
number of creditors, in the absence of even any 
pretense of fraud or unfairness, to defeat the wishes 
of the overwhelming majority of those associated 
with them in the benefits of their common security, 
provided the benefits of an equitable readjustment 
are extended to all classes of creditors or security 
holders in a like manner.” 


eae Le eee 


park 2m 


saiphiadie, Beem ess eae 


ae 


eas Bl 


Paget 


=) cone (2s i 


“ae 


a 
a 








T 


tio 
bec 
wh 
hu: 
im: 


cht 


th< 
or 
fut 


pe 


evi 
tiv 
tio 


wi 
wi 


t com. 
ninded 
to the 
IS rare 
ainst a 
1 it jg 
do 50, 
ent to 
nd re. 
in ad- 
trust 
ments 
S rela. 
ments 
ide s 
nine a 
It the 
n but 
hand, 








TRUST 


COMPANIES AND LEGAL 


PRACTICE— 


A JURISDICTIONAL PROBLEM 


By CARL F. 


HE expansion of trust activities 

during the last twenty-five years 

has been phenomenal. Just what 
the social significance of this develop- 
ment may be it is difficult at this time 
to determine, but it is not an exaggera- 
tion to say that the trusteed estate has 
become the modern concrete form of 
what previously was a major if ineffable 
human interest, the desire for personal 
imm With the decline of the 
church, and especially of its other- 
worldly doctrines, it was to be expected 
that some alternative would be devised, 
r strengthened, which would effect 
future personal security or the per- 
petuation of individuality after death. 
The trusteed estate may not have been 
evolved purposely as such an alterna- 
tive or substitute, but it has so func- 
tioned to a considerable degree. 


Trust Companies and Extension 
of Banking Services 


Anyone who has familiarized himself 
with banking activities in recent years 
will know that in many cases the banker 
supplanted the priest and the 
minister as the father confessor of his 

mmunity. He has thus become the 
gent through whom a _ tremendous 

iological shift of interest has been 
effected, from immortality and other- 
worldliness to economic security and 
he perpetuation of tangible individ- 
lity; at least until very recently, 
ple have gone to their bankers for 
every conceivable kind of advice, inci- 
dental evidence of which is exhibited by 
““services”’ offered 


le great increase in 


TAEUSCH 


by most banks. In part, the growth of 
trust-company business has _ resulted 
from this trend; in part, it has ac- 
centuated it. It could, therefore, be 
expected that the development of trust- 
company business would also explicitly 
lead to the performance of legal services 
closely related by association and by 
implication. 

The incorporated trust company 
avoids the limitations of the individual 
trustee, who may die at any time and 
who may not have at stake the reputa- 
tion of a trust company which pre- 
sumably intends to conduct its business 
on a large scale and in perpetuity. 
Theoretically, furthermore, a trust com- 
pany may be large enough to maintain 
a staff of experts—statisticians, invest- 
ment analysts and personal advisors— 
which is far better equipped than any 
individual trustee to judge as to the 
merits of investment securities.! Prac- 
tically these advantages may not mate- 
rialize, but it is not within the scope of 
the present paper to discuss this matter. 

Trust activities—of the individual 
trustee as well as of trust companies- 
are controlled to a considerable degree 
by law, hence any discussion of the 
problems connected with these activi- 
ties cannot avoid the consideration of 
certain legal phases of the problems 
involved. It is not the primary pur- 
pose of this paper, however, to discuss 
these legal phases, but to get beyond 
them to the problem of the relation 


1See Dana, Ripley L., “How a Boston Lawyer 
Interprets the Lawyer-Trust Company Problem,” 
Trust Companies, Sept., 1931, p. 339. 
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between the legal and the business 
jurisdictions. The lawyer has too fre- 
quently approached the problem by 
asserting the exclusiveness of his juris- 
diction over trusteed estates, whereas 
the issue is one largely of relative 
propriety and efficiency.2 The trust 
company, on the other hand, has too 
frequently failed to realize the social 
import of its invasion of the field of 
legal practice. It is the purpose of this 
paper to discuss, from the standpoint of 
professional and business ethics, the 
jurisdictional dispute between these two 
great social groups. 

The situation has been similar to 
that which has occurred in the build- 
ing trades, where the substitution of 
steel and other metals for wood in doors 
and window frames has brought the car- 
penters and metal workers face-to-face 
in many a conflict. And both func- 
tional disputes very closely resemble 
the territorial disputes of nations or 
tribes, or the disputes between an 
invaded people and their conquerors. 
In all these cases, where extermination 
did not ensue, there resulted an agree- 
ment regarding the disputed matters, 
not only analyzing the points of dis- 
agreement, but also defining the func- 
tions of the warring groups themselves. 


Who May Practice Law, and What 
Constitutes Legal Practice? 


The Committee on Corporations 
Practicing Law of the Illinois Bar 
Association, for example, in November, 
1926, sent out letters to lawyers, asking 
for information as to the extent to 
which corporations were practicing law 
in Illinois. It discovered that a con- 
siderable number of corporations, in- 

2 See Ashley, Paul P., “The Unauthorized Practice 
of Law,” American Bar Association Journal, Sept., 
1930, p. 558. See also letter of Thompson, W. G., 


“Unauthorized Practice of the Law,” Bulletin of the 
Bar Association of the City of Boston, July, 1931. 





cluding banks and trust companies, 
were engaging in one form or another of 
legal practice. The Committee also 
undertook to remind lawyers of the 
illegality of this practice and to dis. 
cover, if possible, a remedy; it proposed, 
among other things, to discipline law. 
yers who assisted banks, trust com. 
panies and other corporations in their 
legal practices in ways which were 
considered to be unprofessional. [pn 
June, 1927, the Committee sent letters 
to all banks and trust companies and to 
certain other corporations in the state, 
calling the situation to their attention. 

The technical ground for the lawyers’ 
position was that only natural persons, 
and not corporations, can be licensed to 
practice law. This principle of pro- 
fessional, especially legal, practice had 
been established in Illinois directly by 
statute,> which in very broad terms 
forbade corporations from “rendering 
legal services of any kind.” The stat- 
ute was upheld three years later in 
an outstanding case,‘ known as the 
Donnelly Case, in which the Court 
declared, “It is against public policy 
for a corporation to be engaged in the 
practice of law.” The Court quoted 
with approval a then recent New York 
case,® which had stated, “‘A corporation 
can neither practice law nor hire law- 
yers to carry on the business of prac- 
ticing law for it any more than it can 
practice medicine or dentistry by hiring 
doctors or dentists to act for it.”*> A 





3“An Act to prohibit corporations from practicing 
law directly or indirectly, making the same a mis- 
demeanor and providing penalties for the violations 
thereof.” —Cahill’s Illinois Revised Statutes, Chap. 32, 
paragraphs 224 to 228. In force June 28, 1917. 

* Midland Credit Adjustment Co. et al. v. Donnelly, 
219 Ill. App. 271 (1920). 

5 In re Cooperative Law Co., 198 N. Y. 479; 92 N. E. 
15. 

‘This analogy was unfortunate, inasmuch as 
“contract practice,” although anathema to the 
doctor and dentist, does exist. The recent report 
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‘ction should be noted between 
os of lawyers or doctors forming a 
ration, and the incidental hiring 
ctors or lawyers by an already 
ng corporation, such as a trust 
ny, to perform professional serv- 
It is the latter situation which is 
lved in this paper. 
legal ground, for preventing 
rations from practicing law in 
is, is not confined to this pro- 
ry statute; it includes as well some 
reasoning based on 
n-law rules. ‘The right to prac- 
law is directly under the jurisdic- 
f the courts, which alone prescribe 
talifications;’ therefore the Illinois 
legislature could not authorize 
rations, by charter or otherwise, to 
law. Furthermore—and here 
nuity borders on to speciousness— 
y person who is admitted to prac- 
law in Illinois must pass an exami- 
n, present a certificate of moral 
ter and take and subscribe to an 
three functions which a “soul- 
and ‘‘not-natural”’ person, such 
a corporation, cannot perform.’° 
lly, the soliciting of legal business, 
h is scrupulously forbidden in the 


ingenious 


( 
1 





anons of Legal Ethics, however much 


iy be evaded by lawyers by indirec- 
specifically prohibited in the Illi- 





the Committee on Medical Costs (December, 1932) 


at the medical profession is facing much the 
lem which is being dealt with in this paper 
e to the legal profession. 
in re Day, 181 Ill. 73. See also Ex parte Cole, 6 
35, and Ex parte Secombe, 19 How. g. 
1s Revised Statutes, Chap. 13, paragraphs 
4, respectively. 
e doctrine that the “‘ personality” of a corpora- 
3 a “legal fiction” is at the basis of this argu- 
The lawyer insists that a corporation is a 
in the Roman legal sense—a pragmatic 
r of well-defined functions, but without sub- 
See, on this point, Webb, Clement C. J., 
nd Personality, Gifford Lectures, 1918, p. 41. 
tred to by Hallis, Frederick, Corporate Person- 
p. 20. Oxford University Press, 1930. 
Canon 27; see also Canon 35. 
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nois statute.4! On the basis’ of a 
New York decision, in which it was 
stated that “‘a large, if not the greater 
part, of the work of the bar today is out- 
of-court work,’’!? and a similar decision 
in Illinois, the Illinois Committee on 
Corporations Practicing Law resolved 
the legitimate function of trust com- 


panies to “preserving the property 
committed to its care.’’!4 The Com- 
mittee on Professional Ethics of the 


American Bar Association succinctly 
and concretely summed up the matter: 
“So if a trust company assumes 
to draw wills or other legal documents, 
the trust company is unlawfully and 
improperly practicing law.’’!® 

The New York case, atready referred 
tol® stated that a corporation could 
not practice law even indirectly. The 
Illinois statute specifically provided :!” 
“The fact that any such officer, trustee, 
agent or employee (of a corporation) is 
a duly and regularly admitted attorney- 
at-law shall not be held to permit 
or allow any such corporation to do 
the acts prohibited herein . .. ” 


The Recent Illinois 


A recent Illinois decision™ reafirmed 
the power of the Supreme Court of the 


Case 


29°C 


11 Paragraph 225, Sec. 2. 

132 People v. Alfani, 227 N. Y. 334. 

18 People v. Schreiber, 250 Ill. 345. 

14 Report, June 24, 1927, p. 10, quoting letter of 
November 1, 1926, sent to all members of the IlIlinios 
State Bar Association. In an address before the 
Trust Conference in New York, January, 1932, Mr. 
John J. Jackson, Chairman of the Committee on 
Unauthorized Practice of the Law of the American 
Bar Association, declared the function of fiduciaries 
to be “‘to hold, protect and administer accumulated 
capital.” 

15 Report adopted at the annual meeting of the 
American Bar Association at St. Louis, August 24, 
1920. The American Bankers’ Association, in its 
annual meeting, September 24, 1918, had authorized 
the appointment of a Committee on Cooperation with 
the Bar in respect to this matter. 

16 In re Cooperative Law Co., 198 N. Y. 479. 

17 Paragraph 227, Sec. 4. 

18 People v. The Peoples Stock Yards State Bank, 334 
Ill. 462 (June, 1931). 
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State to regulate the practice of law and 
to punish any one practicing law with- 
out a license; especially the implied 
power to punish usurpations of the 
privilege of acting as attorneys, whether 
the acts were performed before or out- 
side a court. In this case, the Court 
defined “‘practice of law” as involving 
“not only appearance in court in con- 
nection with litigation, but also services 
rendered out of court, including the 
giving of advice or the rendering of any 
services requiring the use of legal skill 
or knowledge, such as preparing a will, 
contract or other instrument, the legal 
effect of which, under the facts and 
conditions involved, must be carefully 
determined.” ? 

It is of particular note, although not 
within the province of this particular 
paper, that this is the first time that a 
court in Illinois explicitly defined what 
constitutes “‘the practice of law.” It 
required a jurisdictional dispute of this 
sort, between the bar association and 
the trust companies, to bring out the 
fact that the former group, complaining 
against the usurpation of its functions, 
had never accurately defined those 
functions. It is the definition of the 
functions of a group which constitutes 
one of the prerequisites to the formula- 
tion of professional and business ethics, 
and it is the jurisdictional dispute 
between two such groups which fre- 
quently provides the social situation in 
which an important group of ethical 
problems arises. 

The case was instituted by the Illinois 
and Chicago Bar Associations seeking 
to enjoin the Peoples Stock Yards State 
Bank, a banking corporation of Illinois, 
from the practice of law. The Bank 


% This definition is in accord with the supplement 
to the legal Canons of Professional Ethics (52 American 
Bar Association Report, 1927, p. 382) and with a 
decision of the United States Supreme Court (Savings 
Bank v. Ward, 100 U. S. 195). 





had complied with the laws respecting 
trust companies. It was located on th. 
“west side” of Chicago in a community 
composed largely of citizens of foreig, 
birth employed as industrial worker, 
The Bank had about 2,500 checking 
accounts and some 40,000 depositors i: 
its savings department. In addition t) 
these “commercial” departments, the 
Bank had a trust department and a rey). 
estate department, in which through 
duly licensed lawyers it transacted {o, 
its customers and others almost ever; 
form of legal business “except th 
handling of divorce cases.” The off. 
cers of the Bank at various times cop. 
ducted what they called ‘“‘drives” fo; 
new customers, through personal solic. 
tation, circular letters, telephoning and 
other forms of advertising. Prizes were 
given to employees who secured new 
business, including that of persons who 
by wills or other legal documents would 
name the Bank as executor or trustee; 
the Bank then performed the lega 
services necessary in the administration 
of these estates, acting as executor or 
administrator in various estates and as 
guardian for minors, charging the usual 
legal fees for such services. From 1924 
to 1927, the Bank so handled some 2 
estates each year, the Bank’s activities 
including the drafting of the wills; 
where the Bank was named executor, n0 
charge was made for drafting the will. 

Foreclosure proceedings had _ been 
instituted by the Bank, both as owner 
of loans secured by trust deeds and as 
representative of customers or clients 
owning the loans, the customary solici- 
tor’s fees being charged and retained by 
the Bank. Some 8 or 1o foreclosures 
were instituted by the Bank each 
month. The Bank also handled other 
real-estate transactions for its cus 
tomers: interviewing the parties, ascet- 
taining the figures and conclusions 2! 
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hich they had arrived, and drafting 
nd attending to the execution of the 
-ontracts for the sale or exchange of real 
tate. The Bank would attend to the 

cing down of abstract and guaranty 


solicies, examine them and _ render 
spinions on title thereon, attend to 
tails of clearing the title, and draft 


and attend to the execution and record- 
1g of all necessary deeds, mortgages, 
trust deeds and other documents be- 
tween the interested parties; frequently 

presenting both sides of a transaction. 
The receipts of the Bank for such 
ervices amounted approximately to 
$14,000 per year. 

After receiving from the Illinois State 
Bar Association the letter already re- 
erred to, the Bank organized a pur- 
ported “law firm,” using the names of 
three young lawyers in its employ and 
paying them fixed salaries, and by such 
means continued its legal activities; 
except that it no longer rendered opin- 

ns on title, drafted wills, acted as 
attorney in the probating of estates, or 
attorney’s fees allowed in 
foreclosure cases. In spite of these 
qualifications, the Court decided, as has 
already been stated, that the Bank was 
illegally practicing law. 

Following the decision of this case, 
the Chicago and Illinois Bar Associa- 
tions drew up a “‘code of ethics” gov- 
legal activities of trust 

npanies. ‘The latter objected to this 

de, on the ground that it was too 
trictive; they were then asked to 
iraw up their own code, which they did. 


1] 
COLICE ted 


This code, defining the respective func- 
tions of lawyers and trust companies in 


llinois, was accepted by the lawyers. 


Other Jurisdictions 
The problem as to whether a corpora- 
n can practice law, or hire lawyers to 
on the business of practicing law 





1g! 


for it, has arisen recently in a number of 
jurisdictions,*® and each case has been 
decided in accordance with the decision 
in the Illinois case. 

In a recent case in Georgia,”! how- 
ever, it was held that the trust company 
could procure an amendment to its 
charter so as “‘to prepare any and all 
papers in connection with conveyance 
of real and/or personal property that it 
may be requested to prepare by a cus- 
tomer.” ‘The Court based its decision 
almost exclusively on an examination of 
the statutes of Georgia, which disclosed 
that all the prohibitions and restrictions 
with respect to ‘“‘practice of law” 
applied to the practice of law in the 
courts. In a similar case in Idaho,” 
however, the history of the statutes of 
Idaho led to exactly the reverse of the 
Georgia decision and one more in 
consonance with the common-law rules. 

In addition to these cases which have 
arisen in the courts, some under the 
common law and others on the ground 
of statutory provisions, there has 
been a considerable amount of legisla- 
tive activity directed toward curbing 
trust-company practices. Massachus- 
etts, Pennsylvania, Ohio, Indiana, 
Nebraska, California, Utah, Oregon, 
North Carolina, and Minnesota are 
among the states in which attempts 
have been made to express more explic- 
itly by legislation the implications of the 
common-law rules’ governing legal 
practice. In New York, which already 
has a penal statute against the practice 
of law by corporations, additional and 

20 In re Cooperative Law Co., 198 N. Y. 479, 92 N. E. 
15; People v. California Protective Corporation, 76 
Cal. App. 354, 244 Pac. 1089; State v. Merchants’ 
Protective Corporation, 105 Wash. 12, 177 Pac. 694; 
In re Otterness, 232 N. W. (Minn.) 318; In re 
Richmond Title Company, 2 Va. Law Reg. N. S., 772. 

21 Atlanta Title and Trust Co. v. Boykin, Solicitor 
General, 172 Ga. 437, 157 S. E. 455 (1931). 

22 Re Eastern Idaho Loan and Trust Co., 49 Ida. 280, 
288 Pac. 157. 
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more drastic bills have been introduced, 
in conformity with rules recently prom- 
ulgated by the Bar Association, provid- 
ing that lawyers cannot’ accept 
employment if the client comes at the 
instance of a‘ fiduciary corporation, and 
condemning lawyers who accept business 
from fiduciaries which solicit and adver- 
tise trust business. Even more drastic 
proposals have been made by the Con- 
necticut Bar Association.” 

In California the particular point of 
attack by the Committee on Trust 
Company Activities was the advertising 
policy of trust companies. Not only 
does the Committee declare a large part 
of the advertising of banks and trust 
companies, relative to the scope and 
nature of their trust service, to be 
**inaccurate and misleading,” but it also 
states that banks and trust companies 
“have invited consultation on matters 
which do not strictly relate to the status 
and business of these institutions” and 
that they “have suggested to the lay- 
man that they possess facilities and ad- 
vantages peculiar to themselves in the 
preparation of wills and the testament- 
ary disposition of property.” Such 
advertising, according to the Com- 
mittee, has gone even further so as to 
“tend to depreciate . . . the efficiency 
and capacity of lawyers” in such mat- 
ters. Now, however much one may 
criticize the legal profession and depre- 
cate its meticulous rules regarding 
advertising, at the same time that it 
permits more effective, if subtle, solici- 
tation through the “‘contacts” of genial 
members of law firms, it is apparent 
that the legal profession does not 
exercise the degree of freedom with 
which banks and trust companies ad- 
vertise.*4 





3 The Banking Week, September 23, 1932. 
*4 See Dana, op. cit., footnote 1, supra, and Thomp- 
son, op. cit., footnote 2, supra. 





SL 


The California Committee further 
observed that trust companies haye 
expanded their trust service through 
personal solicitors, the “eagerness” of 
whom has been highly objectionable. 
Wills are drawn “free of charge” jn 
anticipation of later profitable trustee. 
ship, compensation being expected to 
accrue to the drawer by virtue of his 
becoming the executor.*® 


The Cleveland Situation 


The most recent developments of the 
problem have been in Cleveland, Ohio, 
where certain attorneys, feeling that 
their interests were not being properly 
safeguarded by the Cleveland Bar Asso- 
ciation, formed the Cuyahoga County 
Bar Association. The latter has been 
quite active and*successful in combating 
the practice of law by corporations. 
Cases were successfully prosecuted, 
among others of a like kind, against the 
Apartment House Owners Association 
of Cleveland;?® the Union Trust Com- 
pany, the Cleveland Trust Company 
and the Guardian Trust Company 
of Cleveland,” in which a consent 
decree was entered; the Cleveland 
Retail Credit Men’s Association;* and 
against the Guarantee Title and Trust 
Company, the Land Title Abstract and 
Trust Company, and the Cuyahoga 
Abstract Title and Trust Company, all 
of Cleveland.” All of these cases were 
decided on the basis of the common-law 





25 ““The fee received for the preparation of a will 
or trust is of minor importance; the compensation to 
the fiduciary, a major item.”—Hennings, Thomas 
C., “Watchman, What of the Night?”, Trust Com- 
panies, October, 1931, p. 422. 

26 Court of Appeals, Eighth Judicial District of 
Ohio, Cuyahoga County, #11,161, March 9, 1931. 

27Court of Common Pleas, Cuyahoga County, 
#345,496, #345,497, and #345,498, December 22, 1931. 

% Reported in Ohio State Bar Association Report, 
November 10, 1931, p. 399. 

2 Court of Appeals, Eighth Judicial District of 
Ohio, Cuyahoga County, #12,433, #12,435, 4nd 
#12,437, August 15, 1932. 
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rule that the courts shall decide who 
may practice law, which is further 
upplemented by the state statutory 
orovision that in Ohio the Supreme 
Court of the State shall determine 
dmission to the Bar. The courts 
denied that a legislative act could 
enable corporations to practice law, 
xplicitly or by implication. Little or 
- consideration was given to the 
ler policy problems raised by the 
tigants: that expenses would thereby 
be increased and that a well-equipped 
title or trust company is better qualified 
to pass on titles or even to draw wills 
than the individual lawyer; or, on the 
ther hand, that corporations have not 
been as careful as they might have been 
to observe the stricter fiduciary rela- 
Strict interpretation of the 
law and a broad definition of “‘legal 
practice’ were the determining factors 
in settling these cases. 

Prior to the decisions of these cases, 
the trust companies of Cleveland—Un- 
ion Trust Company, Cleveland Trust 
Company and Midland Bank—had 
agreed, in the spring of 1930, with the 
Cleveland Bar Association, that they 
would not: 

1. Advertise that they maintained 
legal departments. 

2. Employ solicitors to persuade per- 
come into the banks to have 


a 


tionsnips. 


ons to 


their wills drawn. 


3. Draw wills, except where the 
banks are named as executors or trus- 


tees; and then only in consultation with 


1 law yer. 

4. Prepare legal instruments in trans- 
ctions in which they are not directly 

erested. 

5. Give legal advice in matters in 
which they are not directly interested. 
6. Prepare forms for corporate pro- 
edings, draw leases, contracts, deeds, 
rtgages or other legal documents in 
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which they have no direct interest, 
except in cooperation with attorneys 
not in the employ of the banks. 

Similar agreements have been made 
during the last few years, in a number 
of states, between bar associations and 
trustcompanies. But in this case, as in 
others, the lawyers were not satisfied 
with the agreements and carried the 
cases to the courts for more drastic 
restrictions. 


Law or Ethics? 


It is a conspicuous fact that most of 
the discussions of this problem refer to 
it as an “ethical” problem. In part, 
this term refers to the substance of the 
points at issue, conspicuously where 
trust-company advertising and solicita- 
tion have been so intensive as to breach 
the spirit and letter of the older pro- 
fessional codes, ¢.g., of law and medi- 
cine. Trust-company officials have in 
the main realized that certain exhibi- 
tions of exuberance along such lines 
have not only been beneath the dignity 
of the banker,® but also that these 
exhibitions have been acute irritants of 
the legal profession. Such a result 
could well be avoided by institutions 
which must in the last analysis work in 
harmony with the lawyer. 

In part, also, the term “ethical” re- 
fers to the methods by which these dif- 
ferences are being resolved. If ethics 
is primarily a ‘‘domain of the unen- 
forceable,” ethical problems must be 
resolved largely by voluntary acts and 
agreements which have as their object 
the mutual interests of the parties as 
well as the welfare of society. ‘‘Codes 
of ethics” sometimes are of this sort. 
In the case of the lawyer-trust company 
problem, they are particularly signifi- 





%” See Calloway, M. P., ‘Corporate Fiduciaries and 
the Bar,” 65 United States Law Review 538 (1931), at 


Pp. 551. 
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cant, in that they represent a public 
declaration of an agreement which in its 
entirety is the best that all of the inter- 
ested parties think they can achieve 
through voluntary action. 

In Detroit*! a letter was adopted by 
the trust companies and forwarded to 
the Detroit Bar Association, defining 
the appropriate activities of trust com- 
panies, agreeing to refrain from the 
more strictly legal activities but assert- 
ing as well the rights of trust companies, 
¢.g., to solicit business. The important 
part of the letter contains provisions 
whereby any specific objections or com- 
plaints, with reference to the general 
declarations, are to be registered with 
the Trust Company Association for ad- 
justment. A similar attitude has been 
taken by the Corporate Fiduciaries 
Association of New York City, although 
an examination of the “ Principles Gov- 
erning Trust Relations” adopted by the 
City and County Bar Associations of 
New York*? shows a number of differ- 
ences from the joint agreement sought 
by the Fiduciaries Association. In 
Baltimore* and in Buffalo,** local con- 
ferences between trust companies and 
lawyers have smoothed the way to a 
better understanding. So also in Phila- 
delphia, where a Code of Ethics was 
drawn up as early as 1922, while a 
Declaration of Principles to guide rela- 
tions between trust companies and 
lawyers was announced as recently as 
May, 1932. In Boston, a code govern- 
ing this situation was announced De- 
cember 13, 1932. 

True, in a number of these cases, the 
agreement of the trust companies to 
restrict their legal activities has been 





31 See Trust Companies, December, 1931, p. 731. 

32 See Trust Companies, May, 1931, p. 621. 

33 Griswold, Robertson, ‘Seeking Friendly and 
Cooperative Relations with the Bar,” Trust Com- 
pantes, October, 1931. 

See Trust Companies, August, 1930, p. 173. 
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motivated in part by the desire to 
forestall or remove*® restrictive legisla- 
tion; and, in some cases, as in the Cleve- 
land situation, lawyers have not been 
satisfied with these voluntary agree. 
ments, but have had recourse to the 
courts,*® where the problem has been 
more exactly defined and where legal 
sanctions could be obtained. But, as 
in all cases of social behavior, the 
greater part of the difficulty is being 
worked out by the reasonableness and 
good sense of the interested parties, 
The advertising of trust companies in 
the last few years has changed for the 
better, and a more studied friendliness 
toward the lawyer is conspicuously in 
evidence therein. Furthermore, trust 
companies have been more careful, at 
least in some cities, to cultivate the 
goodwill of the rank and file of law- 
yers by distributing their legal work 
more generally,” especially by refrain- 
ing from diverting clients from their 
original choice. 

The consensus of opinion among 
trust-company Officials seems to be that 
the problem involves three major con- 
siderations: (a) There should be a 
greater amount of care exercised by 
trust companies in reference to possible 
trespass on “‘hazy” boundaries; this is 
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35 As in the State of Washington, where trust com- 
panies ‘got off to a bad start” and invited legislation 
which ‘‘almost put them out of business.”—Brad- 
shaw, George H., “Vindication of Lawyer-Trust 
Company Cooperation in Washington,” Trust Com- 
panies, August, 1930, p. 159. 

36 Mention may be made of the situation in St. 
Louis. There, after the Attorney General of Mis- 
souri had acquitted the trust companies of “practic- 
ing law,”’ including as a weighty consideration the 
opinion that trust companies had observed the code 
of ethics drawn up with the Bar, the Bar Association 
of St. Louis nevertheless, in September, 1930, insti- 
tuted quo warranto proceedings against five of the 
leading trust companies. 

7 Callaway, op. cit., footnote 30 supra, tells of 
three trust companies in New York City which dis- 
tributed their work among 570, 500, and 350 lawyers 
respectively. 
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4 matter of legal definition, in 
matter of voluntary restraint 
part of trust companies. (b) 
uld be more careful attention 
dvertising and publicity policies; 
a matter largely of self-regula- 
and has been one of the most 
teristic features of the ethical 
of the older professions. (c) The 
‘intenance of friendly relations be- 
n trust companies and lawyers is 
tial to the best interests of both; 
being achieved by cooperative 
nittees, working together and facil- 
methods whereby all concrete 
falling within the overlapping 
nbral jurisdictions of the two 
may be satisfactorily adjusted. 


a 


Summary and Conclusion 


No attempt has been made to give an 

chaustive account of the jurisdictional 

putes between trust companies and 

r associations**—the situation in New 

has been dealt with only inci- 

y, and that in Massachusetts 

Pennsylvania practically not at 

the developments in Chicago 

Cleveland have been sufficiently 

t and important to warrant calling 

n to them as fairly typical situa- 

To give an exhaustive account 

situation would require dealing 

each state separately and giving its 

ry regarding “legal practice”’ and 
poration of trust companies. 

In general it may be said, however, 

the older parts of the country, 


‘ 


1. ° ‘ ’ 
illy in the ‘common-law states,” 
‘al precedent operates to secure to the 
ual lawyer the practice of law 
“outside the courts,” as against 
expanding activities of trust com- 

> McCullen, Edward J., Report, “Concerning 
[rust Companies,” Bar Association of 
February 4, 1929; Slater, George A., “‘Cor- 


I 
17 American 


riduciaries and Legal Ethics,”’ 


ar Association Journal 441, July, 1931. 


panies and banks in that direction. 
The fact that the Bench is constituted 
of former members of the Bar is cer- 
tainly not to the disadvantage of the 
lawyer in this jurisdictional dispute. 
Statutory law may provide exceptions 
to this general situation, but even in 
such cases the courts have overthrown 
legislative attempts to control admis- 
sion to the practice of law. It is highly 
significant, however, that whereas so 
recently as 1930, the American Bar 
Association recognized that “the unau- 
thorized practice of the law was general 
and increasing,” the Report of 1931 
noted and welcomed the amount of 
cooperation which had been achieved 
by a joint meeting of committees from 
their own association and the American 
Bankers’ Association. 

Whether the unquestionable drift of 
public confidence during the last cen- 
tury, from minister to banker, will 
continue in the future, cannot as yet 
be determined. People are still going 
to their bankers for every conceivable 
kind of advice, but the public, enlight- 
ened by the economic events of the past 
few years, cannot be expected to regard 
the “buying and selling” of securities or 
their transfer in trust accounts as a 
mere commercial transaction, compar- 
able with the buying and selling of 
immediately consumable commodities. 
In too many cases the savings of a life- 
time are at stake, savings that have 
been accumulated at considerable sacri- 
fice and with the expectation that they 
would be treated as safeguards to per- 
sonal security as well as desirable social 
objectives. ‘The lawyer can help secure 
these ends. The resolution of the law- 
yer-trust company problem lies largely, 
therefore, in the relative ability of 
banker or lawyer satisfactorily to con- 
safeguards to 


serve these material 


personal independence and security. 
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THE POSITION OF AUDITING AND 


ACCOUNTING 


By OTTO HINTNER 


HE organization of the German 
profession of accounting is to be 
distinguished in its development 
and practice from that of England 
and the United States of America. 
Two factors especially must be singled 
out as peculiar to the organization 
of German accounting: first, the amal- 
gamation of the functions of the pro- 





lepiTor’s Note: This article has been trans- 
lated from the German, with the kind assistance of 
Professor J. Anton de Haas; the original title reads, 
“Das deutsche Revisions- und Treuhandwesen.” The 
difficulties of translation involve not only matters of 
terminology but also differences in substance between 
the organization of German and American business. 
The following paragraph appeared in German in a 
footnote, page 103, of the Zettschrift fiir Betriebswirt- 
schaft, February, 1932: 


A number of difficulties arise in an 
attempt to translate into German the Eng- 
lish terms “‘accounting” and “accountant.” 
“Accounting” in this connection includes 
not only “‘ Buchhaltung”’ but also “‘ Rech- 
nungswesen.” Correspondingly, “account- 
ant” is to be translated, not “ Buchhalter”’ 
(“bookkeeper”), but rather “ Rechnungs- 
Sachverstandiger”’ or “‘ Rechnungsbeamter.” 
The history of usage and the difficulties 
of new terms are also to be considered. The 
German word “ Buchhalter”’ no longer makes 
any pretentions to include the responsible 
director of the “ Rechnungswesen”’ of modern 
large-scale business. In American practice 
a distinction is made between the private 
or “inside” accountant, and the public or 
“outside” accountant, termed in Germany 
the “‘ Rechnungsverstandiger” or “‘ Treuhdan- 
der.” Emphasizing what in Germany is 
termed “‘ Revision,” is the American title of 
“auditor.” The “cost accountant” in Ger- 
many is termed “ Selbstkostenrechner.”’ 


| Treuhandwesen, therefore, refers here and through- 
out the article to a much broader set of activities 
than is comprehended in the English or American 
conceptions of “auditing” or “accounting.” Treu- 
handwesen includes the fiduciary activities of counsel- 
ing the investor or owner of an estate regarding the , 
196 
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fessional business expert (Trewhdander) 
with those of the auditor (Biche. 
revisor); second, the exercise of these 
two functions preferably through the 
organization of large corporations (A}. 
tiengesellschaften) which have been 
established by the large German credit. 
bank institutions. 

These bank-accounting corporations 
(Bank-treuhandgesellschaften) are in no 
sense, as they are not infrequently 
declared to be, purely accidental crea- 
tions of the large banks; their estab- 
lishment is much more a consequence 
of the peculiar activities of German 
banking. In contrast with the large 
English banks, the German credit banks 
carry on all sorts of banking activities; 
their range of activity is so many-sided 
that one may indeed designate them 
as “‘bank department stores.” The 
German credit banks have this long 
while, in addition to the deposit- 
banking business, become intimately 
involved in the management of particu- 
lar companies. The founding of corpo- 
rations by them, the issuing by them 
of securities, and their direct ownership 
of shares, at least until the stock is 
“well seasoned,” have in consequence 
been important influences in determin- 
ing the business policies of the large 
German banks. 





business policies of the companies whose securities 
he holds, as well as of assuming full legal responsibili- 
ties for the correctness of the statements which the 
Treuhdnder endorses. 

A special number, November-December, 1932, 
of Die Betriebswirtschaft, (Stuttgart: C. E. Poeschel 
Verlag) is devoted entirely to the discussion of 
Wirtschaftsprifung and Revisionwesen in Germany. 
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purposes of clarification, one may 


here the two kinds of establish- 
ts recognized by the law governing 


rations: the 


, wv 
imuitaneous. 


*“successive’’ and the 
By “‘successive es- 


hment”’ is meant that the found- 


Vi 


‘a corporation do not take over 


shares of the company, in which 


the remaining shares are sub- 


for by other persons. Since 
ethod is cumbersome and long 


n out, this form of organization is 


ional in Germany. If, on the 
the founders of a company 


ribe to all the shares—as is the 
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ipate in 


) the “‘simultaneous establish- 
then the company becomes 
recognized as soon as the found- 
e taken over their shares. Usu- 
such a time, therefore, the 
in so far as they themselves 
the undertaking and 
ng to the circumstances, take 
whole or their part of the 

of the new company, with a 
eventually to transferring the 
of financing to the public. 
st extensive and most profitable 
kings of the large German banks 
t 


hose which, at least before 
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Ak 


orld War, were connected with 


tivities. 


nking institution in Germany so 


ipating in the originating of a 


nant 
a y 


naturally and almost as a rule 


ins in possession of a considerable 
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f the shares of the company, if 
other reason than because it is 
ible to sell these shares publicly 
lickly at a sizable profit. The 
profits of the bank are, therefore, 


largely to be realized through the future 


ity of the company; as a conse- 
of which, the credit banks of 
ny remain interested in the wel- 


of the company as participants for 
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a considerable period of time. They 
are therefore practically compelled to 
extend to these companies short-term 
credits, and also frequently to make 
available to them additional capital 
credits, in order to realize the prom- 
ised development possibilities of the 
company. 

Furthermore, a German corporation 
must, according to law, have a board of 
directors (Aufsichtsrat), the primary 
function of which is to act as an organ 
of surveilance. By virtue of their 
holding of shares, the credit banks 
place their directors as representatives 
on this board of control. Thereby, 
according to the requirements of the 
German law of corporations, they as- 
sume a responsibility of overseeing the 
company in all branches of its manage- 
ment, of auditing the yearly statements, 
and of determining the financial and 
dividend policies of the companies in 
which they retain this interest. In 
addition, therefore, to the business 
interest they have in the development 
of the undertaking, there are also these 
legal obligations. For all inaccurate 
statements in the prospectus, the banks 
of emission are further held liable by 
the rules and legal regulations of the 
German exchanges, which are under 
strict government regulation and super- 
vision; and not only in so far as the 
representatives of the emission banks 
knowingly do this, but also in so far 
as they can be held accountable for 
knowing about a reasonable amount of 
such inaccuracies. 

Consequently, the banks have estab- 
lished special institutes for the per- 
formance of all these of 
supervision. Only a few independent 
auditors (Revisoren) fitted to perform 
such responsible work were to be found 
in Germany prior to the War; in 1905, 
when the Institute of Chartered Ac- 


functions 
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countants in England and Wales 
numbered over 3,000 members, the 
Association of German Auditors (Bich- 
errevisoren) had only 147 members. 
Under these circumstances it would 
have been impossible for the banks to 
make continued use of the independent 
auditors for specialized activities needed 
in the origination of companies, extend- 
ing them credit, directing the supervi- 
sory activities of the board of directors, 
and giving business advice in regard to 
corporate undertakings, etc. In addi- 
tion, the German banking institutions 
exhibited a considerable amount of 
timidity, especially before the War, in 
introducing outsiders into the secrets 
of their business activities and plans. 
All these difficulties could have been 
remedied by the establishment of corpo- 
rate accounting firms (7reuhandgesell- 
schaften) oriented to the needs and 
requirements, and under the control, of 
credit-banking institutions. 


The Origin of the Treuhand Function 


The beginning of all German bank 
accounting firms (Bank-treuhandgesell- 
schaften) may be traced back to the 
security originating and distributing 
activities of the German banking busi- 
ness. This leads to the observation 
that it is these activities connected 
with the originating business of German 
banks which have given an opportunity 
for the establishing of Bank-treuhand- 
gesellschaften suitable to handle this 
type of credit-banking business. The 
table in the next column shows the 
number and capital value of new in- 
corporations, together with the number 
of new bank-accounting firms (Bank- 
treuhandgesellschaften) in Germany. 

Pertinent to this assumption of the 
functions of the Treuhdnder is the 
observation that a codified law of ac- 
counting and trusteeship (T7reuhand- 
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institution of the Treuhand does have 
its origin in the old Germanic law. In 
order to assume such Treuhand fun- 
tions, the position of German account 
ing and auditing as business function: 
was essentially established by the de- 
velopment of the first German Treuhand 
corporation, the German-A merican 
Trust Company,? founded in _ 189, 
and now known as the German Trust 
Company, located in Berlin. Thi 
German-American Trust Company 
was established by the Deutsche Bank 
and the banking house of Jakob S. H. 


Stern. 





2 epiTor’s NOTE: Deutsch-americanische Trew 
handgesellschaft. Here the term Treuhand was 10! 
used in the professional sense. The company W4 
obviously formed to act in the capacity of a holding 
company or investment trust, and not in the sens 
conveyed by the term “trust company” as used in the 
United States of America. 
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circumstances were as follows: 


e Deutsche Bank had become heavily 


ed in North American railroad 
industrial securities which were 
hased by the German-American 
Company, in consequence of 
ich the trust company was to issue 
wn securities. One might have 
-rred to the German-American Trust 
as a “facilitating” bank 


Lilja 


‘rleichterungsbank), which operated 


in the sense of reducing the 
involvement of the Deutsche 


its own shares to the public 


and thereby relieving itself of a part of 
e financial burden of carrying them. 


the North American panic of 


bills 


3, the marketing of American se- 


ties through the Deutsch-amert- 


nische Treuhandgesellschaft was not 


le. The company thereupon de- 


IWiC. 


| itself to representing the interests 


f German capitalists against distressed 


American and other foreign 
lertakings, as well as foreign states. 
the turn of the century the business 

affected Germany, whereupon the 
arose of safeguarding the 


ssity 
shareholders and _ bond- 


ders of German companies them- 


dgesellschaft 


Although the Deutsche Treu- 
immediately had to 
t essentially the same business crisis 


had the American banks and trust 
mpanies, the necessity soon arose of 


aking over in addition certain particu- 


r functions which never were included 


} 
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mong the functions of American trust 
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ns were wholly new in Germany and 


a 


tain any business. 


that they had to fit themselves to the 
essities and circumstances of their 


order to be able to 
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ountry in 


i the beginning of the War the under- 
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takings of these 7reuhdnder and their 
administration of property had gradu- 
ally become a clearly defined branch 
of the Treuhandgesellschaften. 

This development throughout was 
also to the interests of the German 
credit banks. From the year 1900 to 
1904, a strong concentration move- 
ment in the banking business had set 
in, which led to the rapid disappearance 
of the small banking houses and their 
being supplanted by the larger German 
industrial banks. The individual in- 
vestor immediately felt the loss of 
investment advice which the private 
banker had personally given him, a 
form of service which the large imper- 
sonal bank did not supply. It was just 
this individual advice as regards the 
management of his funds which could 
be, and was, supplied by the newly 
founded Treuhandgesellschaften. 


Present-day Treuhand Activities 


Consequently, German Treuhand ac- 
tivities today comprise two major 
spheres of activity: 

1. Treuhand properly so called, com- 

prising: 

a. Guidance 
of estates. 

b. Taking over of hypothecated 
securities, in part by issuing 
therefore the securities of the 
Treuhandgesellschaft itself. 

c. Taking over of the representa- 
tion of all sorts of interests, 
especially the protection of 
creditors. 

d. Taking over of the administra- 
tion of bankrupt estates or 
settlements. 

e. Liquidation proceedings. 

f. Reorganization (Sanierung) 
proceedings. 

g. Supervising or assuming title 
to hypothecated goods. 


and administration 
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2. Auditing (Revision) activities, in- 

cluding: 

a. Auditing of books, accounts 
and statements. 

b. Organization (creative audit- 
ing). 

c. Checking and approving the 
financial and marketing aspects 
of the foregoing by a mana- 
gerial supervision of the policies 
of the company. 

Within the field of accounting activi- 
ties obviously belong also considera- 
tions of broad business policy. Advice 
on taxation has also become a part of 
the function of auditing, especially 
regarding the extraordinarily high tax 
load which German undertakings have 
borne since the War and which requires 
the most careful checking of business 
activities subject to taxation. 

The independent auditor began to 
receive especial attention after the 
War, because of the fact that an 
increasing amount of academically cre- 
ated powers accrued to the profession 
of auditing. The standing and efhi- 
ciency of the independent auditor (Buch- 
errevisor) has unquestionably been 
thereby developed. ‘Today there are 
many of these independent auditing 
firms which in knowledge and experience 
are comparable to the larger German 
Treuhandgesellschaften. Many a per- 
son has been won over to the field of 
independent auditing, moreover, in 
order to take over the direction of 
extensive accounting jobs, and as a 
result there has been organized in 
each case a relatively large staff of 
collaborators. 

We have in Germany been afflicted 
with a considerable nuisance due to 
the fact that anyone, performing at 
all comparable functions, may desig- 
nate himself as an “‘auditor,” irrespec- 
tive of his possession of the necessary 
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capacity, knowledge, or character {o, 
this profession. Since 1900% the pos. 
sibility has existed, on the basis of 
the legal rules regulating professiong| 
organizations, for putting the audito; 
on a professional oath; this powe; 
rests with the semipublic chamber 
of commerce and industry. It mus 
be admitted, however, that these ar. 
testations did not immediately bring 
about full relief, because the admip. 
istration of the professional oath by 
the chambers of commerce and industry 
had not been conditioned upon the 
possession of professional qualifications, 
Only since the War, and then throug) 
the Association of German Accountant; 
itself, was the position reached of hay- 
ing chambers of commerce and industry 
incorporate the professional oath with 
the passing of an examination as pre- 
requisites to professional practice. In 
addition to this attestation there i 
recognized in Germany the general 
oath required of all ‘‘commercial ex- 
perts” and administered by the courts. 
Customarily today in many jurisdic- 
tions, though not in all, the courts F- 
allow only such experts to take the | perfor 
oath whose professional capacities are | 7 fynct} 
first recognized by these chambers oi ry 
commerce and industry. 

Another item worthy of mention 
here is the auditing functions arising 
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3 epiIToR’s NOTE: “The credit-discount bank 
(Hypothekenbanken) are subject to the Bank Act o/ 
July 13, 1899. A particular supervision over their 
activities is exercised, in addition to that of the 
comptroller (Aufsichtsrat), by the Treuhander (from 
treue Hand, indicating his fiduciary capacity), who 
installed by the official authorities with the consent 
of the bank. It is his particular task to determine — 
whether the proper covering or collateral is mait- 
tained for the loans of the bank, and whether these 
particular securities are deposited in the portfolics 
of the bank.”—Grossman, H., Grundriss der Handels- 
wissenschaft, p. 155. Leipzig: Gehlen Verlag, 1925. 
See also Goetz, Oscar, Treuhandwesen und Wirtschafi. 
p. 8, especially. Berlin and Leipzig: Verlag Leopold 
Weiss, 1925. 








ter operative-association (genossen- 
1 Pos ichen) activities. According to 
awh law, every such association 





periodically submit to an audit. 


udit German Genossenschaften for the 
Power part have their own syndicate 
mbers rs, which attend to the associa- 
must | auditing. Since 1913, there exists 
8 Auditors’ Training Institute, which 
bring brought into existence by the 
dmin Gi | Association of German Raffe1- 
th by hanken* for the preparation and 
lustr pment of accountants employed 
~s them. Such associations as are 
a connected with such an auditing 
pOUs group have their auditing done by an 
tants auditor appointed by the courts. 


unusual respect and the success 


Usth ved by the Treuhandgesellschaften 
with established by the credit banks have 
od encouraged the establishment of similar 

In rganizations by private persons and 
me | n similar patterns. Accordingly, not 
mute all German Treuhandgesellschaften are 
I ex special offshoots of the credit banks. A 


tos large number of them have on the con- 
ISdic- trary the character and efficiency gen- 
a erally associated with the satisfactory 
: performance of business-management 
ions, and shall be here designated 
rs ol as “management” Treuhandgesellschaf- 
. ten to distinguish them from the credit- 
Uo! bank type. Their founders are for the 





S dl fon nd 


. t part auditors, business counsellors, 
hank imilar persons, who make use of the 
a lreuhand form inorder the better to pur- 
> theit le their purposes. These groups in- 
liom lude some large and respectable firms. 
who is If one excepts the association and 
ynsent tax audits, for which only particular 
neon agencies are suitable, the following 
ree number and forms of Treuhandgesell- 
fol haften can therefore be recognized :° 
1928 , k’s note: Credit banks which loan on 


chaft personal security, somewhat like the Morris Plan 

s in the United States. 

> most recent development, whereby the 

appointed business expert” (Wirtschafts- 
s been created, will be considered later. 


priufer) la 
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1. Credit-bank type...... 20 
Industrial-management 

type, incorporated™. . 80 
Same, incorporated, but 

with limited liabilityf | 300 

2. Sworn accountants.... 1,300 

Accountants not sworn 4,000 


*A.G., 1.0. Aktiengesellschaften. 

TG. m. b. H., t.e. Geselischaften mit beschrankter 
Haftung, companies with relatively small capital, few 
shares, and less public supervision. 


English and German Methods Compared 

In making comparisons between Ger- 
man and English accounting, one must 
not overlook the fact that business and 
legal developments in England have 
always been more significant and pro- 
pitious for accounting than they have 
been in Germany. The rules of Eng- 
lish corporation law postulate through- 
out a greater absence of juristic control 
over the interests of shareholders and 
creditors than has been the case in 
Germany. The essential protection of 
the English shareholder lodges mainly 
in the requirement that financial state- 
ments be checked by an auditor. 
The very defective status of shareholder 
and creditor, which prevailed before the 
obligatory accounting of corporation 
books was required in England, led 
to the English Companies Act, pro- 
viding the legal protection of an audit 
by an expert accountant. The intro- 
duction of the obligatory auditing of 
corporations in England in 1900 assured 
accounting an exceptional legal sig- 
nificance and thereby also a far-reach- 
ing possibility of usefulness. 

The situation in Germany has been 
different. The obligation of auditing 
arose in Germany first for cooperative 
associations (Genossenschaften) only, in 
accordance with the Genossenschaft Act 
of 1899. These audits were under- 
taken, not by independent auditing 
companies or auditors, but by au- 
diting companies especially instituted 
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for this purpose. German corporation 
law, which in its essentials had already 
been codified in the General Business 
Code of 1861, established an organ for 
corporations (4.G.) in the board of con- 
trol (Aufsichtsrat) whose function has 
been to direct the policy of the com- 
pany, to audit the yearly statements, 
and to undertake other similar controls 
and to perform supervisory functions 
under personal liability. There further 
arises a far-reaching responsibility of 
the founders of a company for all acts 
leading up to the formation of the 
company. ‘These latter acts must be 
audited and endorsed by the board of 
control and the director; when assets 
are acquired in return for shares, or 
when the director or board of control 
come into possession of shares, the 
auditors must be appointed by the 
chamber of commerce and industry. 
For constructing the balance sheet of 
the corporation, legal rules have this 
long while controlled matters of valua- 
tion, inventories, the building of re- 
serves, publication of profit and loss 
statements, etc. Penal clauses protect 
against the violation of these legal 
requirements. Itis not to be wondered 
at that these provisions for the protec- 
tion of shareholder and creditor, closely 
connected with the creation of a super- 
visory organ in the form of a board of 
control, have not furthered the immedi- 
ate development of independent ac- 
counting in Germany. 

Since the beginning of the 2oth 
Century, however, a contemplation of 
the English example has engendered the 
feeling in Germany that corporations 
here might also be subjected to obliga- 
tory auditing. The very climax of the 


present business crisis, involving some 
of the outstanding companies in Ger- 
many, has shown that the supervisory 
functions of the board of control could 
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no longer be adequately or satisfacto. 
rily performed. It cannot be contested 
that the legal regulations governing 
joint-stock companies were sufficien: 
for corporations of small compass, 
But with the continuous development 
of the corporate form and the genesis 
of large industries, the board of contro! 
found itself faced with auditing and 
comptroller functions which it could 
no longer satisfactorily perform along. 
side its other numerous functions. _ 

The situation was met by the s0- 
called Reorganized Corporation Law 
(Aktienrechtsnovelle), the result of a 
decree by the President of the Reich 
concerning corporation law, September 
19, 1931. In this decree, in addition 
to various fundamental changes in the 
German corporation law, it was pro- 
vided that the yearly report of every 
corporation must be examined by one 
or more expert accountants (Bilan:- 
prufer), with especial reference to the 
manner of keeping the books and the 
reports, before the yearly balance is 
presented to the general meeting of 
shareholders for acceptance. Espe- 
cially is such an examination restricted 
to such joint-stock companies as have 
a minimum capital of RM 3 million. 
The auditing of the financial statement 
shall be not merely a formal affair, 
but especially shall determine whether 
the law regarding valuation has been 
observed,® whether the structure of the 
balance sheet and the profit and loss 
items comply with the legal regula- 
tions pertaining thereto, whether the 
prescribed regulations regarding the 
reserve funds have been followed, ¢t. 
The auditor has to confirin that “after 
a conscientious examination of the 
books and files of the corporation, 4s 





nd 

S epitor’s NoTE: In reference to exchange 40¢ 

currency fluctuations, etc., which Germany exper! 
enced both in the inflation and deflation periods. 
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as the explanations of the 
r and the authentications of the 


tested O! 
ernin kkeepers, the annual balance sheet 
ficient company report conform to the 
Npass rules.’ The wording of this 
Dmen ing statement is indeed compre- 
enesis but even so confines the 
ontr mination to the question whether 
y and legal rules have been complied 
could with. In no sense, therefore, does 
long. 1uditor independently determine 
ther the balance sheet has in his 
le $0- idgment been drawn up “‘correctly,” 
Law r the amounts “‘properly”’ allocated. 
of a The only measures are the exact and 
Reic! cise legal rules. 
mb 
Lith The “Business Expert” 
n th The status of these experts was first 
pro- reated and determined by the Corpora- 
ve tion Law Institute. The choice of an 
0 auditor is not left to the corporation; 
lan “publicly appointed” business- 
» th ‘xpert accountants (Wirtschaftsprifer) 
1 th iay beemployed forthis purpose. The 
ce procedure, however, follows throughout 
g purposes which this long while 
.Spe- ive been current among independent 
icte countants. With the rise of the 
hav whole professional level of accountants, 
lio there arose the necessity of defining 
ne their powers by some particular pro- 
Fai fessional designation. Those only may 
tl! ome“ business experts” (Wirtschafts- 
Det prufer) who have been examined by 
t! he appropriate chamber of commerce 
| industry. Before being admitted 
ul: uch an examination, the candidate 
t ist have permission from the board 





examiners. Preliminary require- 
ents for admission are: a residence in 
Germany, a satisfactory record regard- 
ng his social relations, a character and 
rsonality in keeping with the per- 
of his professional duties, 

i minimum age of 30 years. These 
minary professional requirements 


rmance 


.* 
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also include a record of six years of 
practical experience, at least three 
years of which must be in connection 
with accounting work. Accounting and 
auditing firms may also be admitted to 
practice whenever a member of the firm 
has passed the above requirements or 
when the firm designates a representa- 
tive documented with the legal right to 
sign for the firm (Procurator) and who 
possesses the qualifications of a busi- 
ness expert. For the examination itself 
there is also required the presentation 
of a specimen of work, done at home or 
office, for the completion of which eight 
weeks of work were required. Further- 
more, two pieces of independent work, 
for which six hours of time in the 
examination room were required, must 
be prepared and presented, containing 
the construction of an accounting case, 
an organization chart, and a taxation 
computation or a bankruptcy report 
or the drafting of an expert opinion 
regarding a business. The candidate 
must also subject himself to an oral 
examination in the following fields: 

1. Business and economic theory, 
including bookkeeping, cost accounting, 
financial statements, auditing, valua- 
tion questions, business statistics, organ- 
ization and financing technique, money 
and credit, reorganization, liquidation 
methods, etc. 

2. Legal theory, including legal obli- 
gations, business law, the law regarding 
hypothecated securities, commercial 
law, partnership and corporation law, 
insurance laws, the law of exchange and 
bills of exchange, and the law regarding 
exchanges, bankruptcy, civil process, 
taxation, etc. 

Candidates who have passed the 
final examinations of a commercial 
university may be excused from certain 
parts of the oral examination. Certain 
mitigations are also provided for the 














204 


interval of time after which suitable 
candidates, in certain instances but not 
excepting the taking of an oath, may be 
admitted to the oral examination. The 
examining committee consists of seven 
members: two representatives of busi- 
ness, at least one professor of economic 
theory and business management, a 
representative of legal science, and 
three representatives of the profession 
of business accounting (Wirtschafts- 
prufer). In addition, a government 
official (Staatskommissar) takes part as 
adeputy ofthe government. In general 
it may be said that the examinations 
have been strictly administered. 

Only from the circle of business 
experts so appointed may the ac- 
countants for corporations be chosen. 
The selection is under the jurisdiction 
of the meeting of stockholders, but the 
order to make the examination of the 
books is issued by the board of directors. 
In special cases a minority group of 
shareholders may demand the appoint- 
ment of a financial auditor or change 
the auditing personnel. The auditor 
is duty bound to make an accurate 
and impartial examination of the books 
and is obligated to maintain profes- 
sional secrecy. In case injury or dam- 
ages to a company arise through the 
negligent examination of an auditor, 
he is liable to a fine of RM 100,000. 
In order that such an obligation be not 
merely nominal, it is understood that 
accounting companies with a_ small 
capital—say around RM 20,0c0o—may 
undertake accounting jobs only when 
they submit to the regulations govern- 
ing corporations (4.G., with a minimum 
capital of RM 50,000). The obliga- 
tion resting upon the companies with 
limited capital (G.m.b.H.) to have a 
minimum capital of RM 50,000, may 
be set aside when they have secured 
liability insurance to an amount of at 
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least RM 100,000. Obligatory exam; 
nations by accountants are provided 
not only for industrial corporations 
but also, according to a law of June¢, 
1931, for insurance companies an¢ 
building-and-loan and savings banks 

The central office of the associatioy 
of these publicly appointed busines 
experts has worked out rules of conduc; 
for their professional practice. A busi. 
ness expert cannot practice on the basi; 
of a pretended affiliation with an ac. 
counting firm. Intermediate and §. 
nancial concerns are also prohibited 
from so practicing. Nor may account 
ing firms and individual accountant; 
perform the legally regulated audit, if 
they in their practice submit to the 
prescriptive influence of the corpora. 
tion they are auditing. ‘This factor is 
of particular significance for the 7reu- 
handgesellschaften affiliated with banks: 
they may not audit the companies in 
which the banks retain an_ interest. 


Conclusion 


With the introduction of obligatory 
accounting for German corporations 
and the creation of a position for the 
publicly appointed business auditor 
(Wirtschaftsprufer), a new development 
may be said to have begun in German 
auditing and accounting. It may be 
assumed that the profession of expert 
business accountant has stood the test 
as regards not only the function of 
accounting but also that of the coun- 
sellor of the business, and also that 
thereby the significance of the sphere of 
influence of the new profession will 
develop considerably in the future. A 
particularly significant responsibility, 
moreover, rests upon the German com- 
mercial universities to train men quali- 
fied for this profession by a thorough 
foundation of juristic as well as eco- 
nomic knowledge. 
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banks By V. A. DIAKONOFF 
OClation 
usines HE readers of this magazine may bringing the supreme administrative, 
conduct possibly not be sufficiently conver- planning and controlling bodies nearer 
A bus. sant with the peculiar conditions to the field of immediate application of 
he bas; f socialist industrial organization and their authority, scientific erudition, 
ou ac Ae ma nagement! to be able to understand andexperience. In order to attain this 
and de the position of accounting in Russia, approximation, every People’s Com- 
hibited and its onerous task of recording missariat was subdivided into a number 
-count- the business activities of Soviet enter- of what should be called “syndicates,” 
intants prises and their results. 1.¢., central head offices supervising 
uart, t This article is designed to throw some certain districts and certain lines of a 
to w light upon the matter and to present particular industry. For instance, in 
Tr pora- the problem of accounting in the U. S. heavy industry we have: 
CtOr is S. R. in its full meaning and in an a. Steel Syndicate for the East (Si- 
| Trew. up-to-date aspect. beria). 
banks b. Steel Syndicate for European Rus- 
Lie ; sia. 
tert fudusioeas Srenngemee c. Machine Building Syndicates (one 
To begin with I must dwell upon the for each line of machines). 
peculiarities of industrial organization The Light Industry Commissariat 
ator) inder the socialist regime in the U. S. likewise has syndicates for such indus- 
atio SR. tries as the leather, textile, and match 
Tw Under the Government’s act, dated industries. The paper industry, how- 
dit January 10, 1932, the heretofore single ever, is organized under the auspices 
ment Supreme Council of National Economy of the Lumber Commissariat. 
rma of the U. S. S. R. was divided into Each syndicate has direct contact 
y | three ministeries, called here ‘‘commis- with its factories, works, mines, mills, 
xpert sariats,” and we now have: etc., and only in exceptional cases, 
test 1. People’s Commissariat for Heavy owing to geographic and economic 
n ol Industry. conditions, are there found “trusts,” 
| 2. People’s Commissariat for Light the old regional administrative, plan- 
that Industry. ning and controlling bodies, managed 
re ol § 3. People’s Commissariat forLumber by their syndicate. Of course, Soviet 
wil Industry. syndicates and trusts have no resem- 
Se This subdivision was necessitated blance to foreign capitalistic amalgama- 
iit, by the idea of specializing the efforts tions or associations created to control 
om- and ways of management, and of manufacture and selling procedure and 
lali- the regulation of prices. The Soviet 
ugh See Polakov, Walter N., “Myths and Realities trusts are just local boards giving 
eCO- Lecce Nn SORTS, DE, TT Picsetinns and technicel bbls te ciel 
‘Accounting and Credit Systems,” x1 HARVARD “ , 


3 REVIEW 1, October, 1932—E D. respective producing units, sales prices 
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and policies being the prerogative of 
the socialist state as a whole. 

We now come to the producing 
unit of Soviet industry—the enterprise. 
Here we have a management consisting 
of the same Soviet people as are found 
everywhere in the U. S. S. R. The 
manager, or director, of the factory or 
works is a person appointed by Soviet 
power, approved by the Communist 
Party and recommended by the re- 
spective trade unions. He performs 
his managerial duties through a number 
of technical and administrative assist- 
ants in charge of certain departments. 
The growing scientific and practical 
training of young workers promises to 
give the country the necessary amount 
of “‘red” specialists, the workers-engi- 
neers, to replace the “‘old”’ specialists 
who naturally die out or who, because 
of age, become incompetent to perform 
the responsible duties of industrial 
commanders. Such is the aspect of 
Soviet enterprise from a social point 
of view. 

There are no private owners of any 
large or average-sized plant, and even 
small shops previously owned by pri- 
vate people have long ago been nation- 
alized and become cooperative by the 
“‘artels” under the Artisans’ Acts. 

Any private capitalistic organization 
or enterprise may still exist under the 
Concessions Act and regulations of 
this country; for example, when a 
private person or a group of persons 
from another country desires to use 
their funds in some industrial activity 
here, they then sign a special agreement 
with the Concessions Committee and 
obtain the rights of ‘‘concessionaires.” 
In such cases the concessionaire may 
build his own plant to exploit natural 
resources or to produce any commodity 
he desires, or he may employ a plant 
belonging to the Soviet itself for exploi- 
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tation. The concessionaire is required 
to import his working capital and, jy 
certain cases, the necessary equipmen: 
to be installed alongside or in lieu of 
the old machinery left over from th 
prerevolution period. It is generally 
understood that only modern, high. 
grade equipment is allowed to cross 
Soviet borders, in order that it may 
serve the purpose of demonstrating 
the most economic and efficient meth. 
ods of production. 

In this article I am not going to 
discuss the subject of the practical 
achievements or business records of 
concession firms acting in this country 
of Soviets. Our concessionaires pub- 
lish the records or results of their 
activities in special foreign presses, but 
this task is rather outside the scope of 
this article. 

The objective of the following dis. 
cussion is, therefore, a description o/ 
the business environment peculiar to 
the economy of all Soviet industries as 
reflected in accountancy. 


The Soviet Balance Sheet 


General Remarks.—Of course, we in 
this country of Soviets have recognized 
and allowed only the double-entry 
system of accounting to be adopted by 
our enterprises; no single-entry system 
is in operation here, it having long ago 
been discarded. 

The structure of our balance sheet 
does not differ from any regular double- 
entry balance sheet, but there appear 
certain accounts which are peculiar to 
a socialist economy, and there are 
certain other accounts peculiar to 4 
capitalist balance sheet which are miss 
ing. ‘Thus we do not find in our bal- 
ance sheets: 

1. The item of Lands valued and 
entered among the assets of the enter- 
prise, only the acreage of land occupied 
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‘ng sometimes shown for reference 

. footnote of the balance sheet (land 

not “merchandise” and cannot be 

cht and sold in the U. S. S. R.). 

2, Sinking Funds, Franchises, Good- 
and the like intangible assets, 


iu 


ny liabilities which are entirely 
eign to our business and economic 
psychology. 

As a consequence of the elimination 
se items from Soviet accounting, 
llowing detailed statement, apart 

. and in spite of its being an abso- 
lutely real and impartial document 
lrawn up according to standard regu- 
ations governing in this country, does 

t in any way reflect the “worth” of 

» enterprise and can never become 

basis of “‘bargain and sale.” 

The main feature of Soviet industry 

the absence of profit-making items 

r trends among those of our enter- 

s which are called upon to supply 

ommodities needed by the State 
whole. Naturally a deficit, that 

the wasting of assets through pro- 
duction at an excess cost as compared 
with planned predeterminations, is not 
recognized in our accounting system. 
At the same time the so-called “‘social- 
accumulation of values” is quite 
within the expectations of our economy 
| is naturally a desideratum to meet 

e needs of a growing population and 

to bring it to prosperity. 

he showings of Soviet financial 

statements, therefore, in no way reflect 

the influence of the law of supply and 

demand and reveal only the extent of 

he enterprise’s ability to adjust its 

ictivities to the existing conditions 
| to the requirements of socialist 
nomy and planning. 

Description of the Balance Sheet.— 

Let us now consider on the following 


pages the financial statement of one of 


largest syndicates in the U. S. S. R. 










The statement consists, as usual, of 
a closing balance sheet as of December 
31, 1931, and of a profit and loss 
account. Both documents are consoli- 
dated, each representing in aggregate 
the yearly results of the transactions of 
several large factories all over the 
Union, including its transactions with 
the syndicate itself located in Moscow. 

The columns, “Exploitation Balance 
Sheet” and ‘Construction Balance 
Sheet,” are intended to make it possible 
to consolidate the operating and con- 
struction balance sheets of all factories, 
including the balance sheet of the 
syndicate itself. The column, ‘“‘Scien- 
tific Research Institutes Balance Sheet, ”’ 
makes it possible to consolidate the 
balance sheets of several institutes for 
research in various branches of science 
relative to the work of the syndicate. 

This splitting-up of the heretofore 
single balance sheet into several inde- 
pendent balance sheets is a Soviet 
peculiarity started as of October I, 1929. 
The exploitation balance sheet contains 
the assets and liabilities devoted to the 
main activities of the enterprise and 
of the syndicate itself, namely, the 
production of goods and their realiza- 
tion. The construction balance sheet 
sums up the assets and _ liabilities 
peculiar to the construction activities 
of every factory and of the syndicate 
itself, such as the creation of new prop- 
erty or the making of capital repairs 
to existing structures. Among the 
liabilities of the construction balance 
sheet there appears a liability to the 
exploitation balance sheet for the funds 
supplied by the latter to the former for 
construction needs. After the capital 
work is completed and taken over by 
the exploitation people of the enter- 
prise, there takes place a “‘settlement”’; 
the construction balance sheet is cred- 
ited by the exploitation balance sheet 
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ASSETS 
(In rubles) 
ecaeeermene 
Research 
Exploitation Construction : 
Balance Sheet | Balance Sheet | p,ynstitutes Eotal Assets 
ee aad 
Property: Production buildings, equip- ii Statute ~ 
a EERE Per ree eee 293.1 27 1.472.58. .O15. Deprecia 
Property: W orkers dwellings and other . . a eae 297.648. s6s canoer ean 
nonproductive property............- 28.001. 200 SiS. Seicvssakanucsebuae Prope’ 
CmeeNONEE GOITER... 6 oo ee desdaseneccensceasaus 88. aa. a See eee Or om Special — 
Equipment not yet installed...........)..... 0.02. ee eves Fie oc Rl Se Eh ike rie 9 : Workers ” 
Spare machinery and parts. BOCRCROE Bod ccsncecsaie wins 165.845 3.881 ann Javention 
aterial inventories on hand.......... 5§8.351.363 6.304.037 292.100 64.947. 500 reserve r 
Material in transit........... 13.205.025 a Seer oe eae 13.717. 358 — 
Work in process (ir (inventory on hand).. 10.638.323 Se. | Bo <a occanuseeceeen eo I BR. aoe , 
Semifinished goods............2-++.0. SR Sa ckdincesawes ee Serre ee, ee 3.465.700 Pad ‘econot 
Finished goods: In stock at factories. . ME CUED Wadi c.s var owas Seed oa cow oh ene 23. 496.320 Improve P 
Finished goods: Shipped to customers - reserve 
_(outside)........ a awink Gade Ake Aa ae PEON NI Es coo hdc ae wales ubelow oe ao oare eae 57.515.730 ann 
Finished goods: Shipped to customers ers’ hy 
r ~ Seer Tr trepars OEM! Boiss is ccixcsdetaeen ees 7.821.245 Technica 
Finished goods: Shipped to other fac- Sundry Spe 
tories of the syndicate.............. I es ee eee ds.& uaa ae baka 96.535 R lating 
Cash on hand.......... sett adie 574.038 135.897 2.740 712.675 owed 
Securities. . re Laat taernee PME Bi cdsséccasvek deculsetnaencne Tacae 9.303.030 pee vee 
Deposits (with banks) nea aa slain ara) ¥re ow ge 172.140.503 Budget | Pas 
SESE | T pee Fis SPT aeah Rae ei 13.194.117 es Ree re ee ae 14.843.867 SS he. 
Cash imprest a/c 440.875 163.188 1.862 611.925 ee pean 
Accounts Receivable ro foo 
Import transactions.......... DOG TED  Biacicnceksastssdlabeedstcuds eee 303.820 A staree oo 
Export transactions................ MM Is is Sedge bach ca eed chee 0.527. x meen 
Advances to makers econ dated 5.000 1.124. fo Se i rate Document 
Noncommercial transactions : 8.840.563 1 208-33 189.055 0.562.623 pose Ae 
Claims to producers...............- 13.337.635 238 -927 14.554.800 mnie 
Documents eevee Senta a aia 80.121.570 . .152 254.778 82.284. 500 Total 
a se QOIEB soon cie ee 1.252.078 Nes coebebeeecsacacns 1.252.503 wer tal 
Workers’ debts. 198.382 91.625 5.035 295.042 — 
Advances to construction organiza- ar oy 
ee Ee RA ree ee ‘“ PG Bi cts caczaxeoureds 7.068.390 = tebank 
Advances on purchases of building Statebank 
INS Bin aG nk wae Hak waibnss bse Fase ee ne Bee eee ea 7.656.972 pledged 
SY MN. 5 2955S ao eos8s eee 160.850 ee ee ee ee 417.880 Bank spec 
Total Accounts Receivable...... 113.756.300 19.839.445 457.795 134.053.540 —_ we 
Turnover tax advances made... avd PEE Vikkewisdcnenck tesa sestecaneauaete 35.797.387 Deferred inc 
Sundry local taxes (advances) . . . 2.109.908 WO Bo pcdicheccves cae 2.815.330 Balance She 
setebenk: Pros i ingarence “ 6 185.470 arg Sis a SOA EE Ie ad avg ig Te 6.185.470 Exploitati 
tateban tter of credit a/c .043 SER Ge acs coved induci 1.022.408 
er pone a A me a/c. (balance ‘ - i Surplus for 
of unreconciled sums)............... OOO BiNcis bons creas eee eaasen 1.738.347 
Long-term Credit, Bank ... EP Pe re ee a a eer 93.935 ae 
Statebank current a/c. . ; ¥a 22.753.788 31.840 369.778 23.155.406 a 
~~ aaa balance sheet indebted- a ie 
EEA AREA Seen ey ee ee ee eT rere rr, 116.603. 445 
Scientific Research Institute balance 
sheet indebtedness................. Fee er Cars ews Aer 3.989.813 Owners of 1 
Deferred Items Owners of 1 
Dee MO CONIUIGNE GUONIOR. 4 oocc chi bcc cecccwadicdece Ce Por er ere. 5.581.608 Owners of 1 
Production losses deferred (Produc- Depositors 
tion order fulfillment a/c.)........ CEE be nikad cds cn whe aees ce ena kk eeewases 8.314.678 Custom Ho 
Sundry undistributed expenses de- Depositors | 
Rica cbececcneevacecdkanidemas BOOR POR Boccia dkssaciwers 3.016 5.030. 206 
: ee eee I.012.262.560 131.884.0985 4.308.401 1.148. 456.036 Total... 
Out-of-Balance Sheet Accounts where al 
Leaseholds. . Or ee OE Rn Pn Pee th hate A ens rie eer nea gee See eto ee 1.897.088 
Material received for ‘treatment ‘(from outsiders) OP Oe ie Pe ee re et ye me ee ee OR 106.473 source o} 
Material in custody under trust receipt. . IETF ot HW gb gi atk eh ar ie ee en cele aNE OIE ee en ak ro 59.797 It shor 
cee, bw te rrr ee ree errr he ero ee eee 40.275 . 
en ns SS Sis so 4 ka WSO eae Ad ered Sila Fea UU bk kine 6 are WORE ee . 1.058.775 third ba 
SN AAP I I shia ore 5 0. ks iv oe dks Sd MG EO ee be A Os ee Fee §.270.642 R | 
ss. vinnie OS ESE RRO BIG OG 2h Ri nicer eas bee aE ee ee 8.433.050 eseare 
; ; a ann of Sovie 
with the value of structures built or of a building, amounting in cost to some- purpose 
capital repairs done. The property is what over §% of the book value of such ok the % 
then entered among the assets of the an asset) the cost of repairs is then 
exploitation balance sheet. As regards charged to depreciation capital, which 1See Di: 
. . . * . * ” 
capital repairs (7.¢., the replacement of is not only a depreciation reserve created cig us 


the worn-out parts of equipment or of as usual and on the same lines as every- 
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LIABILITIES 
(In rubles) 






































Exploitation Construction a I Ra 
ts Balance Sheet Balance Sheet Retnune Gheet | Consolidated 
F | 
— ; | | | 
] 340.228.175 . os 340.228.175 
, spital 69.312.017 |. o° 69.312.017 
995 is pital tas 63.899.495 . ‘ 63.899.4905 
” nd tear a/c osee 61.267.885 |. ‘ 61.267.885 
3 
7 welfare fund reserve a/c.... 52.263.655 |. - 52.263.655 
ind rationalization fund 
: sake sachceie ie sak ae 5.767.187 12.890 -—~ 5.780.077 
a t mpetition fund reserve 
55 ear wee 4 81.815 2.710 es 84.525 
. , fund reserve a/c..... 218.410 |.. - 218.410 
agement methods fund 
tT ee err 152.255 152.255 
y fund left at factory man- 
eS eae teas 36.693 Si , rales 36.603 
: education fund reserve a/c. 34.932 |.. ee eat 34.932 
” ecial reS€rveS.......+s200% 22.343 2° oe 22.343 
3S ad debts....... 981.240 081.240 
$. expense reserve SC. Lescdancetdsckvande on 1.670.598 
- g 85.612 2.500.000 - 2.585.612 
’ able 
insactions 4.837.220 170.048 sa 5.007.208 
ansactions werenee te fy ° 121.217 21.217 
fr customers (Sovie 
aac eaas 1.288.400 Me. Reitviansaannaatnds 1.336.528 
. rcial transactions 22.9902.653 730.542 106.125 23.829.320 
- ts payable 04.273.268 10.793.530 120.305 105.100.1093 
: DOE. cccixcehe sed ceansswen | 11.929.190 875.108 83.158 12.887. 456 
LA ints Payable. | 135.442.038 12.617. 266 318.678 148.377.982 
ix ruals.... 5 43.009.380 - ea 43.099. 380 
11 Taxes accrued. 308.200 - 308.200 
Reconciliation a/c....... 35.000 Le lee 35.000 
Documents receivable 
i anaes 38.857.305 wa a 38.857.305 
eee re ee ee | 500.000 ve . eer es Oe 500.000 
Credit, Bank: Construc- | | 
Wh. s<ccgsseunnaneges PeeerTr TT rte. 148.674 148.674 
me (miscellaneous)....... 68.200 OP nr Ae Chae he SR es ae ee ee 68.200 
t Settlements | 
balance sheet rights PETC C OT CT TT Te | 116.603.445 3.980.813 120.593.258 
1931 fiscal year £97.000.98G [acces Rar oe See eer 197.930.125 
|— | | 
eee Pe ee Te T.012.262.560 | 131.884.0985 | 4.308.401 1.148. 456.036 
| 


(== ———eE | 


{ | 





Out-of-Balance-Sheet Accounts 


f leased property...wcccscoccccces 1.897.088 
f iterial received for treatment 106.473 
material under trust receipt 59.797 
llateral securities SST Ere 40.275 
certificates (for return of duty) 058.775 


ecurities under trust receipts 5.270.642 


oeces 8.433.050 
abroad, but is real capital, a cate to meet certain scientific needs of 
of funds.? its activity. The main item on the 

should be mentioned here that the Research Institute’s balance sheet is 
rd balance sheet, that of Scientific the value of buildings and equipment 
arch Institutes, is also a peculiarity pertaining to such establishments. Of 
Soviet economic development. Its course, the balance of expenditure for 
e is to show separately the extent carryingonscientific research is revealed 

the investment made by the syndi- by the profit and loss account, to which 
ee —s ; account such balance is written off. 

’ hee \ Peat ramyeeg: brcgeolo : The above consolidated balance sheet 

; of this syndicate has been drawn up in 
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accordance with Circular Letter No. 
10277 of the Accounting and Economic 
Department of the Supreme Council of 
National Economy, issued on July 14, 
1931, to be the general form of presenta- 
tion of assets and liabilities of every 
unit in the vast realm of Soviet industry. 
All individual varieties of economic 
structure peculiar to different factories 
are eliminated, and their assets and 
liabilities—no matter how they were 
called or grouped by the enterprises 
themselves—are thus merged into this 
uniform way of presenting yearly state- 
ments. The headings and location of 
items are uniform, and monthly state- 
ments are also sent to the syndicate in 
accordance with this “‘standard”’ form. 

This circular letter and its suggestions 
regarding the form of the balance sheet 
virtually put an end to the historically 
inevitable diversifications of periodic 
accounts sent to the central institu- 
tions, and thus simplifies the procedure 
of analysis and comparison to be made 
in Moscow. This positive achieve- 
ment of socialist regulation also enables 
the Consolidation Bureau of the Ac- 
counting and Economic Department of 
the Commissariat for Heavy Industry 
to perform their difficult task of com- 
piling a consolidation balance sheet of 
the whole heavy industry of the U. S. 
S. R. 

As regards nomenclature of the ac- 
counts and their contents it is neces- 
sary to give the following explanation 
and particulars. 


The Assets 


Finished Goods Account.—The detail- 
ing of this asset into the groups specified 
in the balance sheet is necessitated by 
the Statebank’s interests in and control 
over all enterprises, and is being per- 
formed in virtue of the Credit Reform.’ 


3 Diakonoff, ibid. 


Accounts Receivable.—The Credit Re. 
form has eliminated keeping open ac. 
counts with customers to record therein 
sales, etc., as well as with producers 
(or vendors) to record the cost oj 
material supplied by them to the 
factories. This reform has also elim). 
nated the famous and historical instry- 
ment of credit transactions, the bill of 
exchange. All payments for goods sold 
or material purchased are being made 
directly through a local branch of the 
Statebank (“Gosbank” in Russian) 
and against invoices presented in a 
legal way and duly “accepted” by the 
payer. However, there remain certain 
transactions that cannot be settled 
through the Statebank in a credit 
reform way, on account of their being 
either too small or too irregular and 
complicated. ‘Thus there are records, 
pending further elucidation, that re- 
quire special entries to be made and 
special items to appear on the balance 
sheet. There are sales not yet covered 
in a credit-reform way, such as checks 
not yet “‘accepted” by the payer, but 
for which the goods have already been 
shipped; their value is to be transferred 
from the Goods in Stock to the Goods 
Shipped accounts (see Documents Re- 
ceivable account among Accounts Re- 
ceivable). Finally, there are advances 
paid as per special agreements with 
construction organizations, and there 
are minor transactions that need to be 
entered and shown on the balance 
sheet in the old way. All such transac- 
tions are duly reflected in the balance 
sheet here presented. 

Balance-sheet Settlement Accounts.— 
This group of accounts is quite unusual 
to any non-Soviet mind. These ac- 
counts appear on both sides of the 
consolidated balance sheet, and if, for 
instance, the construction balance sheet 
is owing money to the exploitation 








balance 
item 1 
colum! 
constr 
the sai 
of ind 
activit 
issued 
positio 
116.60 
of the 
colum! 
total c 
upon | 
balanc 
said a 
Resear 
balanc 
of con: 
Stat 
This 1: 
indebt 
(50%) 
as a gu 
produc 
month 
sheet < 
of whi 
the S 
amoun 
of the 
balanc 
yearly 
ance 
during 
not y 
accour 
Defe 
Expen. 
pears 1 
colum) 
new w 
proces. 
ture W 
cost of 
The e 
the ex 





heet, there appears an asset 
the exploitation balance-sheet 
ind a liability item in the 
tion balance-sheet column for 
- amount, it being the balance 
ebtedness to the “exploitation” 
of the enterprise for the values 
r construction purposes. ‘This 
is illustrated by the sum of Rs. 
116.603.445, appearing on both sides 
balance sheet but in different 
and repeated in the general 
lumns, thus having no influence 
the volume of the consolidated 
The same must be 
aid about the indebtedness of the 
Research Institutes. In all cases those 
es are eliminated in the process 
nsolidation. 
Statebank Profit Insurance Account.— 
[his is the balance of the Statebank’s 
lebtedness for its part of the profit 
50%) on sales retained by the Bank 
ruaranty of actual execution of the 
tion plan. As soon as_ the 
thly results are proved by the cost 
nd by the trial balance (a copy 
which is regularly sent to the Bank), 
Statebank places this guaranty 
unt to the regular current account 
enterprise. The sum on the 
lance sheet is not illustrative as to 
tly results, but represents the bal- 
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nce sheet. 





of such transactions recorded 
r g the last months of the year and 
b yet transferred to the current 


1 account of the enterprises. 

aC- Deferred Items—New Labor-training 

pense Account.—This amount ap- 
in the construction balance-sheet 


workers for the plants that are in 
C- process of construction. This expendi- 
will be capitalized later on in the 
t of the new plant when completed. 
expenses of training new labor for 
existing plants are entered in the 
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Labor Overhead Expense account, which 
is allocated to the cost of products on a 
percentage basis proportionately to the 
amounts of labor costs entering the 
cost of such products. The excess 
amounts of such expenses, not covered 
by the cost of products made by the 
young workers in the process of learn- 
ing, are allowed to be written off to the 
profit and loss account. 

Production-order-fulfillment Losses.— 
This is a specifically Soviet item record- 
ing the results of manufacturing opera- 
tions when the cost of finished goods is 
credited to the Work in Process ac- 
count and charged to the Production- 
order-fulfillment account. This latter 
account is then credited with the value 
obtained by the application of “‘settle- 
ment’’ prices fixed for the valuation of 
finished goods entering the stock. The 
settlement price is the predetermined 
cost of products established in advance, 
and is to be used during the whole of 
the fiscal year by all departments and 
shops to value their products or serv- 
ices; the idea being to set up the produc- 
tion activity of every department and 
shop on a self-paying basis. All settle- 
ments for interdepartmental transac- 
tions are made at this settlement price 
and not at cost. The producing de- 
partments are also given credit on this 
basis, and the difference between settle- 
ment and cost values is written off to 
a special profit and loss account (Econ- 
omy and Deficit account). 

The item of Rs. 8.314.678 is the 
difference between the cost and settle- 
ment values of unsold goods subject 
to inclusion in the next year’s turn- 
over, and is therefore deferred. 


The Liabilities 
Statute Capital Account.—This is the 


sum of capital authorized by the gov- 
ernment’s Balance Sheet Committee 








_E—_______- 


212 


for the fiscal year, 1931, after the results 
of the previous year had been analyzed 
and the surplus disposed of. Any 
charges or credits to Statute Capital 
account that may be made in the course 
of the year, or at the close of the fiscal 
year, are recorded in a special account 
called ‘‘Modification of Statute Cap- 
ital.” After the Balance Sheet Com- 
mittee has gone through the yearly 
accounts and disposed of the surplus, 
all the sums that should be added to 
or subtracted from the Statute Capital 
account are entered in this Modification 
account. The ultimate balance of this 
Modification account is then entered 
to the credit or debit side of Statute 
Capital account, thus effecting a cor- 
responding modification thereof. 

Depreciation Capital.—The charge to 
costs for depreciation of property is 
being made at rates established by 
Instruction No. 1601 of the Supreme 
Council of National Economy, issued 
in July, 1930. The functions of this 
account, covering capital repairs, were 
alluded to above. When a property 
is demolished, sold, or otherwise dis- 
carded and removed from the premises, 
the book value of such property is then 
transferred to the Property Liquidation 
account. A credit is then made to this 
Liquidation account for the amount of 
depreciation accumulated since the mo- 
ment the property in question was 
first entered in the Property account. 
This amount of depreciation is natu- 
rally debited to Depreciation Capital 
account. 

Extension Capital.—This is capital 
raised and kept in reserve to meet the 
necessity of extending the plant or 
increasing the amount or capacity of 
machinery in the course of socialist 
production expansion. 

Property Wear and Tear Account.— 
This account keeps a record of the 
difference between the book (or replace- 
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ment) value and the actual depreciated 
value of all old property on hand as of 
October 1, 1925. This difference was 
excluded from Fixed Assets, and from 
Statute Capital account as well, in 
view of the revaluation of industria| 
property that took place in 1925 afte; 
the stabilization of Soviet currency, 
It has been since shown outside the 
balance sheet in a special footnote 
for statistical and fiscal purposes. [py 
1930, under Instruction No. 2113 of 
the Supreme Council of National Econ- 
omy, the reinclusion of those amounts 
among Fixed Assets took place; but 
the Statute Capital account was not 
recredited, and the sums of wear and 
tear were ordered to be shown in a 
special liability account (next after 
capital accounts) to emphasize its con- 
tingent and statistical nature. 

This change was made to comple- 
ment Instruction No. 1601 (1930) which 
fixed depreciation rates for industrial 
property. ‘Those rates were computed 
on the basis of replacement value, that 
is on the book value of such property; 
and old and new property were thus 
equalized in kind of valuation to be 
subjected to the new rates of deprecia- 
tion. Now, as soon as some of this 
old property is liquidated and written 
off to Liquidation of Property account, 
a corresponding amount of “wear and 
tear” as on October 1, 1925, should 
also be written off this statistical 
liability account and credited to Liqui- 
dation of Property account. Of course, 
the depreciation sum of such property 
effected since October 1, 1925, through 
Depreciation Capital account, has also 
to be transferred from Depreciation 
Capital account to Liquidation of Prop- 
erty account in the regular course. 


Special Reserves 
Workers’ Welfare-fund Reserve Ac- 


count.—This reserve is set aside at the 
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fiscal year when the distri- 

f Surplus takes place and when 

Surplus is cut off and placed 

dit of this account. As a 

_7c0% of this reserve is allowed to 

rconstruction of new dwellings 

rkers of the enterprise or to 

f capital repairs done to the 

workers’ houses; the remaining 

is reserve fund is left to meet 

tural needs of the factory 

rce. Before any charge to 

ve is made, it must first be 

by the respective trade union. 

n and Rationalization-incen- 

Fund Reserve-—This reserve is 

to reward the workers and staff 

suggestions introduced and 

luring the fiscal year, as well 

various other payments 

connection as per Instruc- 

No. 16 of 1932 issued by the 

riat for Heavy Industry (re- 

old instructions to this 

This reserve, or fund, is cre- 

way of a charge to costs, to 

of 144% of the yearly amount 

earned, or/and in the way 

of economy obtained from the 
ygestions mentioned above. 

t Competition Fund Reserve.— 

reserve created to reward all 

pecially the active employees 

for best production results 

y and qualityofoutput, timeand 

saved or best used, etc.). The 

to profit and loss 

direct in a lump amount. 

Economy Fund Left at the Disposal of 

Vanager.—This is a part of 

luction-order-fulfillment econ- 

lited to this fund; it is to be 

| of by the manager for the pur- 

warding distinguished workers 

his staff for acts and 

the manager himself 

worthy of such reward. 
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Technical Education Fund Reserve.— 
This reserve is set aside to meet the 
expenses of sending selected workers to 
higher technical schools and similar 
educational institutions. 

This is about all that is necessary to 
discuss in detail, the rest of the items 
and accounts being self-explanatory. 

Other Items.—Some notes should, 
however, be made about the group of 
accounts placed under the grand totals 
of the balance sheet, called ‘‘Out-of- 
Balance-Sheet”’ accounts. ‘These are 
related accounts brought simultane- 
ously on to both sides of the balance 
sheet by such an entry as when, say, 
Leaseholds account is debited and 
Owners of Leased Property account is 
credited. Such an entry is made at 
the moment when the property in 
question is taken over from its actual 
owner to be used by the enterprise 
for a period of time and on conditions 
stipulated in the leasehold contract. 

The idea of showing such assets and 
liabilities outside the balance sheet is 
that the values in question cannot be 
included among assets of the enterprise; 
such an inclusion would be contrary to 
the fundamental principles of double- 
entry accounting. But the value of 
such property is of certain interest to 
the syndicate, and besides, these entries 
always remind the management of its 
duties toward such values and obliga- 
tions. ‘There are also purely account- 
ing conveniences arising from such 
systematic registration. When it be- 
comes necessary to write off any part 
of any of these assets, an entry is made 
crediting the asset account and debiting 
the related liability account. 


The Profit and Loss Statement 


This is a summarized schedule of 
various profit and loss accounts, opened 
and kept during the year according to 

















Dr. 


Fulfillment of production orders a/c. 
(the difference between cost and 
plan values of production orders ful- 
filled)..... 

ee 

Transportation expense delivering fin- 
ished goods to selling place. . 

Turnover taxation (on sales).. 

General administrative expenses... .. 

Interest payable on short-term liabili- 

Over, short and damage items 

Bad debts written off.. 

Doubtful debts reserve charge. 

Defective material mark-downs...... 

Fines and arrears paid as per agree- 


Fire, flood and other emergency losses 
Liquidation of disused property a/c.. 
Experiments and assays, etc ; 
Scientific research expenses. . 

Workers’ dwellings exploitation ‘loss 
Sundry taxes and dues paid......... 
Socialist competition reserve charge. . 
Miscellaneous losses 


Commission payable... 433.755 
Capital repairs, etc. to 

RR Er eee 32.008 
Sundry economical cam- 

paigns supported.... 870.407 
Sundry extra fines and 

GUOE GONG... onsen c 752.545 
Revaluation of material 

(inventory) ......... 791.193 
Bad material burned, etc. 855.300 
Sundry losses and ex- 

penses 707.192 





Reconciliation amounts written off 
(old debts prior to credit reform). 
Undercharge for material debited to 

costes at fixed prices... 6.66.5... 
Difference in valuation of initial inven- 
tory of finished goods as of January 
a See eee ee ee eee ene 
New labor training charges not in- 
cluded in production costs........ 
Previous fiscal year’s P. & L. a/c. 
Additional tax on raw 


| ar 2.091.167 
Additional duty........ 836.080 
Missing goods refunded 

to customers 421.145 
Miscellaneous......... : 


2.577.405 


Surplus realized on 1931 operations. . 


Total. . 


~ ane. 
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ProriTtT AND Loss Account 


(In rubles) 


50.851.902 
14.256.943 


22.312.857 
267.528 
3.816.987 


. 668.088 
4.511.260 
70. 567 
981.240 
27.000 


625.443 
271.622 
348. 663 


393 - 590 
1.186.982 
103.885 


94-733 
61.107 


4.442.400 


1.248.422 


6.141.604 


467.320 


4.709.185 


5-925-797 


197.930.125 


§41.715.250 


Cn 


Fulfillment of production orders a/c. 
(the difference between plan and 
cost values of production orders ful- 
| See Paereetty eirt -« s 

Gross profit on sales (on mfd. stock) 

Gross profit on sales (on purchased 
WORD 5 ios 3.09 bes ieee wees Dae 

Surplus materials sales profits....... 

Profit on outsiders’ orders executed 

Interest receivable (bank current 
DIED cake cexcvece den bedenen sees 

Over, short and damage items....... 

Bad debts paid in. 

Unused balance of ‘doubtful- debts 
reserve written off to P. & L. a/c. 

Fines and arrears collected.......... 

Sundry income a/c. 

Exchange rate differences 811.160 


Containers sold.......... 124.010 
Inventory mark-ups...... 330.172 
Miscellaneous gains...... 136.475 


Reconciliation amounts written off 
(improved claims and erroneous 
IE hiss nie c tre werent 

Difference between plan prices and 
actual cost of finished and semi- 
finished goods inventories as of Dec. 


| RRSP eee REP Te yee 
Previous year’s profits undistributed. 


1. 598 . 680 
509.429. 215 


§- 521.670 
1.043.565 
352.178 
2. 760. 530 
5.458.217 
19.375 


194.588 
1.234.720 


1.401.817 


1. 189. 385 


8. 314.668 
3.196.642 


§41.715.250 
————— 
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lished nomenclature of ac- 
is a consolidated statement 
il] sorts of results of activity 
the accounts of all factories 
controlled and represented 





yndicate. 
Material Mark-downs, and 
of Material Inventories.— 
items reveal that some kind 
ation of materials is necessary. 
only a revision of yearly 
n pricing and extending, or in 
resulting in abnormal cost 
hown for certain material or 
irking-down of defective or 

naterial. 

for Material Debited to 
Fixed Prices.—This item is a 
f Instruction No. 1950 issued 
fall of 1930, to the effect that all 
should be charged to costs at 
es predetermined by the pro- 
ind financial plan of the enter- 
to the commencement of 
ilvear. The difference between 
d prices and actual costs of 


/ 1¢T roe 


| purchased is charged, or cred- 
pecial profit and loss account, 
material inventory accounts are 
pt and shown on the trial 

at fixed prices. At the close 
fiscal year the inventory of 
on hand is shown at cost, and 
ference is charged or credited 
Material Price 
account. The balance of 
unt is here presented and shows 


this special 


| undercharge supplemented or 
the Production-order-fulfill- 
m in the profit and loss state- 
In our example, this under- 
ill increase the ultimate loss 
luction-order-fulfillment (add Rs. 
to Rs. 50.851.902 and sub- 
Rs. 1.598.680). 
- Production-order-fulfillment 
ppear on both sides of the 
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consolidated profit and loss account and 
reveal actual grouping of positive or 
negative results by enterprises, some 
of them being successful and some un- 
successful—as is actually shown by 
this statement. 

A few words 
about the origin of the term 
tax.”’ Since the recent tax reform, all 
previously imposed taxes have been 
abolished, and a single turnover tax 
Under 


also be said 


turnover 


should 


e 


has been introduced instead. 
this new regulation, the gross amount 
of sales is taxed notwithstanding the 
results of sales made. Mention should 


also be made about corresponding items 


in the balance sheet revealing out- 
standing balances in favor of the 
syndicate or in favor of the Tax 


Department (see Deposits with Banks 
among Turnover Tax Ac- 
cruals among liabilities), as the cases 


assets and 
may be, according to the balance-sheet 
showings of individual factories. 
Gross Profit on Sales.—It is 
customary with us to show the volume 
the sales in the 
profit-and-loss account statement. 
Only the final balance of Sales is 
generally shown, all particulars being 
given in a special appendix to the 
financial statement, called ‘‘Explana- 
tory Note”’ (throwing a certain amount 
of light the 
enterprise or syndicate itself, as per the 
scheduled by the 


not 


of sales and cost of 


upon all activities of 
special program 
government). 

Profit on Outsiders’ Orders Executed. 
This is the profit on production orders 
for outsiders, fulfilled in the shops of 
the factories which utilize waste or 
by-products, or which do repair work 
for such occasional customers. 

Unused Balance of Doubtful-debts Re- 
serve Written Off to Profit and Loss 
At the close of the year the 
Reserve for Doubtful 


q 
Account. 


old 


balance of 
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Debts is simply written off to profit and 
loss account, and a new determination 
of the amounts of doubtful debts is 
made to establish the new amount of 
this reserve (according to closing of 
accounts receivable as revealed by the 
last trial balance as of December 31), 
which is then charged to profit and loss 
account. 

Inventory Mark-ups.—See Revalua- 
tion of Material Inventories item among 
Losses, explained above on the debit 
side of this statement. 

Reconciliation Amount Written Off.— 
This is the amount arrived at after 
certain attempts have been made to 
reconcile claims or debts of new mem- 


bers (factories), resulting from the 
industrial amalgamation that took 
place on January 1, 1930. The syndi- 


cate in its present formation was not 
responsible for such sums remaining 
unsettled, and these sums therefore 
appear in profit and loss account. 

The surplus shown by this profit-and- 
loss account statement is subjected to 
careful investigation on the part of 
several controlling organizations. The 
final amount of surplus is then presented 
to the Balance-sheet Committee which 
decides what portion of the surplus is 
to be added to Statute Capital account 
and what is to be paid in as income to 
the State, 9% of the surplus being cut 


off to replenish the Workers’ Welfare 
Fund Reserve, as was explained above 

As also was mentioned above, besides 
these two statements (the balance shee: 
and profit and loss account), there is ap 
Explanatory Note annexed to them and 
drawn up under the following heads: 

1. Labor 
. Production 
. Costs 
Rationalization 
Property and Construction 
Supply Operations (materials) 
Sales 
Finances 
Methods of Preparing the Closing 
Balance Sheet 

10. Characteristics of Accounting 
The limited space allowed for a maga- 
zine article does not permit me to 
enumerate the paragraphs of this pro- 
gram, which in itself is a very interest- 
ing human document, involving a good 
many days of steady work of a large 
group of qualified high-grade workers 
of a factory and of the syndicate 
itself. 

There are also some 40 yearly report 
forms which, when filled out, give an 
exhaustive analysis of the statics and 
dynamics of all economic activities of 
the enterprise “‘trust”’ and the “syndi- 


cate” in the U. S. S. R. 
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sential preliminary to an 
lerstanding of the present eco- 
ic situation in Australia is a 
n of some important features 
Australian economy. This will 
explain the course which the 
has followed in Australia, 
taken to mitigate its effects 
neliorate its consequences, and 
k for the future. 
Trade 
t noteworthy feature is that 
lian economy for a long time 
dependent on and adjusted 
ge export trade in raw materials, 
the chief are wool, wheat, 
ind metals. ‘The phrase “pri- 
production”? is commonly used 
tralia as a convenient term by 
ntrast with manufactures and 
les the products of agriculture, 
industry, dairying, mining, 
y, and fisheries. Normally, 46% 
total primary production is 
d from Australia but only 3.5% 
tal manufactured production. 
total exports no less than 96.4% 
from primary production, the 
ing 3.6% arising from manu- 
These exports serve to main- 
n import trade of manufactured 


and Overseas Borrowing 


of machinery and textiles. 
‘gregate value received from this 
lepends on two factors, the 
prices of raw materials and 
issitudes of seasons in Australia. 
iry production in Australia, 
irom mining, fisheries, and for- 
ich account for about 12% of 
rts, is dependent largely upon 


By RK. C. 


THE AUSTRALIAN SITUATION 


MILLS 


a variable rainfall and this is reflected 
in great variations in the volume of 
primary products from year to year. 
The production of wool, for example, 
over the 7 years 1925-26 to 1931-32 
averaged 916,000,000 lIbs., the highest 
figure being 968,000,000 in 1928-29, 
and the lowest, 834,000,000 in 1925-26. 
Even more pronounced is the irregu- 
larity in the production of wheat and 
of butter. The average yield of wheat 
per acre for the past 10 years has been 
12 bushels, but the highest figure in 
that period was 15.2 in 1924-25, and 
the lowest, 9.63 in 1927-28. ‘The pro- 
duction of wheat averaged during the 
same time 149,000,000 bushels, but 
the highest yield was 213,000,000 in 
1930-31, and the lowest 114,000,000 
in 1925-26. ‘The production of butter 
for the 7 years 1924-25 to 1930-31 
averaged 293,000,000 lbs., with a 
high of 351,000,000 in 1930-31 and 
a low of 252,000,000 in 1926-27. 

For the five years up to 1928-29, 
exports from Australia, despite seasonal 
fluctuations in quantity, were able to 
command good prices, so that the 
average value of exports was about 
£150,000,000. The export value per 
pound of greasy wool, which had been 
9.4 pence in the five years 1909-13, 
rose in the five years 1923-27 to 20.4 
pence, and even in the year 1928-29 
was as high as 17.6 pence. ‘The aver- 
age price of exported Australian wheat 
per bushel in the years 1926-27 to 
1929-30 was §s.7d., 5s.6d., 4s.10d., and 
5s. respectively. Over the same period 
the price of butter, although it did not 
reach the heights attained during war- 
time control, averaged about 176s. 
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per cwt., with a slight tendency to 
increase. 

The second noteworthy feature of 
the Australian economy has been the 
persistent practice of borrowing from 
overseas, most of which has been done 
in London. Australian governments 
have held themselves responsible for 
the economic exploitation of the terri- 
tories under their control. This has 
involved a policy of importing capital 
from abroad on public account and of 
using it to finance public works, such 
as government railways and tramways, 
water supply and sewerage, land settle- 
ment and irrigation schemes, harbor 
works, roads and bridges. During the 
ten years ending June 30, 1929, the 
overseas public debt of Australia in- 
creased from £261.1 million, or £50 
per head, to £478.5 million, or £75 per 
head. This addition of £21.7 million 
a year resulted from heavy borrowing 
in practically every other year of the 
period, the highest figure being £53 
million in 1927-28. Voices were raised 
in Australia and in London against 
this policy of borrowing, but in an era 
of competitive lending and indiscrimi- 
nate spending little attention was paid 
to them. 

Naturally, as borrowing increased at 
a time of high interest rates, the nomi- 
nal sums due for interest abroad in- 
creased over the whole period. In 
1919-20 the amount payable for public 
interest overseas was £10.9 million, 
and at the end of the period 1928-29 
the amount was £22.8 million, the 
average over the whole period being 
£16.8 million. These figures are ex- 
clusive of war debt. The overseas war 
debt reached a maximum of £101 
million in 1921-22 and then because of 
sinking fund payments fell to £90 
million. Interest on overseas war debt 
over the period ranged about £5 million 
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per year. These payments of interes; 
involved a transfer problem, the ser. 
ousness of which was masked by the 
frequency and the scale of borrowing 
Over the period, imports and export; 
roughly balanced one another, by; 
because of the fresh borrowing it wa; 
comparatively easy to pay oversea 
interest. Australia was thus importing 
a great quantity of goods, which mean: 
apparent prosperity for the whole coun. 
try and expanding customs revenue to 
the Federal Government. Not only 
have the governments of Australi; 
borrowed largely abroad for public 
works, but they have also borrowed 
extensively at home, so that public 
interest has been for a long time the 
largest single item of net expenditure 
in the budget of each State. The 
budgetary problem, too, was not very 
dificult when times were prosperous, 
especially as returns from public work: 
financed by loan expenditure served in 
some measure to provide the required 
revenue to meet the interest. 


The Depression in Australia 


The onset of the depression showed 
itself first in the ominous fall in whole- 
sale prices in most countries of the 
world. Moreover, the fall was heaviest 
in those commodities which form Aus- 
tralia’s staple exports, and this was 
reflected disastrously in the price of 
wool and of wheat. Wool fell succes- 
sively from 17s.6d. in 1928-29 to I1s.3¢. 
in 1929-30, and to gs.16d. in 1930-31. 
Similarly wheat fell from §s. in 1929-30 
to 2s.6d. in 1930-31. For both oi 
these commodities the ruling price 's 
now below the level of Igr1t. 

Long-term lending from London t 
Australia ceased abruptly, and every 
fall in prices increased the weight of the 
burden of overseas interest. Australia 
was in a doubly unfortunate position 
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e sharp fall in world prices. 
debtor nation and she 

| for her prosperity largely on 
t of commodities whose prices 
most. Some measure of the 

; to be found in the fact that 

n double the volume of exports 
required to pay the overseas 
bill as compared with 1926-27. 
nsfer problem became imme- 
ute, and it was realized that 
\ustralia to pay the overseas interest 
would necessitate a drastic 
lown of imports and an ex- 
of exports—a course of 
vhich, if pursued by all nations, 
rdly calculated to lessen the 


the 
was 


lling off in incomes of 
producers immediately 

| in adverse business conditions 
in abnormal increase of unem- 
t, aggravated by the cessation 
works when loan monies came 
end. In comparison with a post- 
rure of about §%, unemployment 
1927-28 was 9.4% and in 1930-31 
24.3%.! Government stocks 
securities fell in value, and 
cases equities disappeared. 

ly average of bank clearings 
principal cities shrank. Current 
in trading banks fell sharply. 
posits increased and the ratio 


lvances to deposits rose. ‘The 
tion of cash to total deposits, 
rmally ranges about 20%, 


17% in 1929 and to 15% in 1930. 
inking system, however, stood 
remarkably well. Only one 
nd that of minor importance, 
e its doors: the State Savings 
New South Wales was forced 
1 operations early in 1931, 
was due to political, rather 
are percentages of the unemployed 

rting trade unions. 
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than to economic, considerations; the 
bank was reopened some months later 
and was finally absorbed by the Com- 
monwealth Savings Bank. It has been 
common in recent years for the pros- 
perity of Australia to be measured by 
the figures of the national 
The extent of the depression, therefore, 
may be gauged by the fact that a 
national income of £650,000,000, or 
about £100 per head in 1927-28, fell 
to £460,000,000, or about £70 per head 
in 1930-31. 

Serious difficulties arose, too, in 
government finance. ‘The fall in 
ports reduced customs revenue, which 
fell from an average of £30,000,000 
per year to £18,000,000 in 1931. In- 
come tax receipts, both of the States 
and of the Commonwealth, maintained 
their level only by dint of increased 
rates. The Sales Tax imposed by the 
Commonwealth in 1930 helped to sus- 
tain revenue somewhat by yielding 
approximately £3.5 million in its first 
year, 1930-31. The Commonwealth 
and every State began to show increas- 
ing deficits, not only because revenue 
was falling off, but also because the 
costs of government were rigid and the 
care of an increasing army of unem- 
ployed added to public expenditure. 
From the beginning of the depression 
the view was steadily held that the 
responsibility for the care of the un- 
employed belonged to the governments 
of the States. 
State public unemployment relief has 
been consistently given, financed in 
the majority of cases by special taxation 
on incomes. In 1931-32 it 
mated that the amount expended in 
this way, apart from loan funds for 
relief works, was £12.6 million, or 
nearly £2 per head of population. ‘The 
usual method is to spend the money in 
for the 


income. 


im- 


Accordingly, in each 


was esti- 


providing food relief unem- 
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ployed, on a scale which takes into 
account family responsibilities. 


Economic Adjustment 


Strenuous efforts have been made in 
the past few years to adjust the 
Australian economy to adverse con- 
ditions. Not all of these efforts have 
been the result of conscious policy, but 
some at least have greatly relieved 
a dangerous situation. The Federal 
Government, in 193I, attempted to 
carry out a policy aimed at creating a 
favorable balance of trade and at 
restoring the price level of 1929. The 
first aim was sought by drastic tariff 
measures, imposing surcharges on a 
number of imports and _ prohibitions 
on others. ‘The second aim, frustrated 
by political opposition, was sought 
through a monetary and banking policy 
designed to raise prices by issuing 
additional currency from the Common- 
wealth Bank to relieve farmers and to 
finance public works. The chief objec- 
tion made to this policy by its oppo- 
nents was that it opened the door to 
inflation avowed and_ uncontrolled. 
Monetary history during and since 
the World War has made Australian 
opinion sensitive to the dangers of 
inflation, although it is not yet fully 
aware of the implications of deflation. 

While Australia was on a gold stand- 
ard, monetary policy was directed, in 
so far as any ascertainable policy 
existed, towards stability of exchange 
with sterling at the gold par. Most 
attention was paid to fluctuations in 
London funds held by Australian banks. 
When these funds were accumulating, 
the exchange on London would move 
in favor of Australia, and if they were 
becoming depleted, a movement in the 
opposite direction would take place. 
When gold (and sterling) prices were 
falling sharply, a policy of keeping the 
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exchange rigid and at par with Sterling 
served to transmit to Australia the 
depressing effects of every fall in over. 
seas prices. The general problem fo, 
Australia was how to make the neces. 
sarily far-reaching adjustment of cost; 
to the falling price level in time t, 
prevent serious dislocation. 

It soon became obvious that thi; 
problem would be easier if the rigid 
relation between the Australian pound 
and the pound sterling were made 
more elastic. Australia, therefore. 
went off the gold standard at the end 
of 1929, and exchange on London wa; 
allowed to go to a discount. For some 
time exchange was held at 84% dis. 
count, but in January, 1931, the rate 
went to 30% discount where it re- 
mained until December, 1931. The 
rate on London was then reconsidered 
in the light of the fact that sterling 
had severed its connection with gold, 
and a new rate of 25% discount was 
established. One result of this policy 
has been that, in the face of falling 
wholesale prices all over the world, 
Australian wholesale prices have re- 
mained remarkably steady. The aban- 
donment of the gold standard, too, has 
enabled the Commonwealth Bank, 
which controls the gold reserve, to 
export quantities of gold in settlement 
of overseas obligations. This export 
reached the total figure of £40,000,000 
by 1931. 

The position of the primary producer 
was considerably relieved. Had steps 
not been taken to sever the relation 
between the Australian pound andé 
gold, the continued appreciation of gold 
would have lowered the price of Aus- 
tralian wool to something like 6d. per 
pound and of Australian wheat to 2s. per 
bushel. Undoubtedly this would have 


meant ruin to the vast majority of wool 
Actually 


growers and wheat farmers. 
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‘nt in the rate of exchange 
primary producer an op- 
’ continue, even at a loss, 
pe that better prices would 
vail. Favored by two excep- 
sons, and by the fact that 
f butter fell less than that of 
wheat, the volume of exports 
tralia rose. In fact, a greater 
f exports left Australia during 
than ever before, and this 
; exceeded in 1931-32. 
fall in the price of exports, the 
of public borrowing, tariff 
, and exchange depreciation 
mports fall from a yearly average 
000,000 to a figure of £36,000,- 
1931-32.2, This drastic reduc- 
imports helped to accumulate 
in London so that, in spite of the 
» rate adding to the burden of 
the transfer of interest on 
und private account was ren- 
easy. Few would have antici- 
that Australia could so quickly 
ide such a notable readjustment 
verseas trade. It must not be 
ked, however, that the falling 
ports, while solving the transfer 
at least temporarily, was 
ymptom of depression and a 
te cause of unemployment in 
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Dificulties: Balancing Costs and 
Prices and Public Finance 
two great difficulties which 
\ustralia were the balancing of 
ind prices, not only in the 
ing industries but in all others, 
- allied problem of checking the 
n public finance. A direct attack 
was made in the favorable 
ere of exchange depreciation 
the machinery for public regu- 
| wages, and by legislation for 


are measured in gold. 
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the compulsory reduction of some forms 
of interest, while the budgetary problem 
was approached from the side of re- 
duced expenditure. 

Wages in Australia are regulated by 
a complicated system, into which it is 
unnecessary to enter in any detail 
here. Legal authorities are established 
by each State for the workers within 
its borders, and there is also the Com- 
monwealth Arbitration Court which 
overlaps with the State authorities. 
Practically all these bodies have 
adopted the principle of varying wages 
in accordance with changes in the cost 
of an ascertained standard of living. 
In times of prosperity much objection 
was raised to this method, both by 
employers and employees. Employers 
held that it meant a lack of incentive 
to efficiency on the part of the workers. 
The employees held that it stereotyped 
a standard of living and excluded the 
workers from a share in any increased 
productiveness. But this method has 
shown unexpected usefulness in wage 
adjustments to meet falling prices. 
Wage rates in Australia have shown 
themselves to be singularly plastic 
when fixed on this basis, and, in those 
States where the machinery has been 
allowed to work freely, nominal wages 
have been severely reduced. But the 
fall in prices was of such a character 
that real wages for those in employ- 
ment rose despite these reductions. 
The Commonwealth Arbitration Court, 
however, which covers about one- 
quarter of the field of wages, after an 
investigation into the economic position 
in the early part of 1931, reduced by 
10% the real wages of those employees 
covered by its awards. 

In the same year it became obvious 
that unless determined attempts were 
made to reorganize public finances, 
Australia would be heading for public 
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default. The total deficits of the Fed- 
eral and State governments were ex- 
pected to reach £31,000,000 in 1930-31 
and £41,000,000 in 1931-32. These 
deficits were financed by short-term 
borrowing from the banks. The usual 
method was that the Commonwealth 
Bank, which acts as a central bank for 
Australia, purchased ‘Treasury bills 
issued on behalf of a State or of the 
Commonwealth, and these bills were 
then taken up by the trading banks. 
So extensively was this method used 
that the amount of outstanding Treas- 
ury bills increased from £3,000,000 
in 1929 to £35,000,000 in 1931. 

In June, 1931, an important con- 
ference of the governments of the 
Commonwealth and of the States was 
held, which accepted in the main a plan 
prepared for it by a committee of 
economists and government officials. 
The plan aimed at an all-round reduc- 
tion in the costs of government and in 
private and public interest charges, 
commensurate with the 10% reduction 
in real wages made by the Common- 
wealth Arbitration Court. Govern- 
ment expenditure was to be reduced, 
wherever adjustable, by 20% as com- 
pared with 1929-30, and the whole of 
the internal public debt was to be 
converted on the basis of a 224% 
reduction in interest. Both trading 
banks and savings banks were volun- 
tarily to reduce rates of interest on 
deposits and advances, while private 
mortgagors were to receive some legis- 
lative relief from the burden of their 
obligations. It was hoped by these 
methods to reduce budget deficits, to 
restore business confidence and activ- 
ity, and to lessen unemployment. 

On the whole the “‘ Premiers’ Plan,” 
as it is known, was carried out scrupu- 
lously by the Commonwealth and by 
most of the States, so that the deficits 








were reduced to more manageable 
limits. Reductions in adjustable gov- 
ernment expenditure were made in the 
wages and salaries of government of. 
cials. ‘The colossal task of convertip 
an internal public debt of £558,000,00 
(about £86 per head) was successfully 
undertaken. Over 97% of the deb: 
was voluntarily converted by the hold. 
ers of stock, but unfortunately com. 
pulsion was applied to the holders of 
the remaining 3%. Reductions in pr- 
vate interest rates were brought about 
in part by the voluntary action of 
financial institutions and in part by 
legislation. As a result of the Hoover 
Moratorium the Federal Government 
was temporarily excused from certain 
payments of interest and sinking fund 
on the overseas war debt, which gave 
a relief to the Federal budget of about 
£4 million. 


The Present Situation and the Outlook 
for the Future 


Since the time of the Premiers’ Plan, 
June, 1931, there has been some im- 
provement in business conditions. The 
national income per head has not fallen 
further. The drift in public finance 
has been checked, although budget 
deficits are still formidable. After the 
successful conversion, loan prices of 
Australian government stocks rose con- 
siderably, both at home and abroad, 
and there has been an improvement in 
other stocks. The position of the trad- 
ing banks, too, has become stronger. 
The weekly average of bank clearances 
shows signs of increase. Current de- 
posits have caught up somewhat upon 
fixed deposits. Deposits have forged 
further ahead of advances, and the 
percentage of cash to total deposits 
has risen from 15% in 1930 to 18% 10 
1931. 
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f these improvements the 
still precarious. Unem- 
has continued to grow, 
he rate of growth has slack- 
iderably. Despite the reduc- 
idget deficits they still remain 
figure, and the method of 
them by Treasury bills has 
dangers. Gold prices have 
to fall and to drag down 
lan export prices. At the time 
Premiers’ Plan it was commonly 
that the fall in gold prices had 
bed rock, but the rock proved 
ind, and the pressure of falling 
upon the exporter continued. 


\s explained above, the volume of 


was sustained by two remark- 
id seasons. Climatic experi- 
Australia shows that another 
eason would be abnormal. Even 


erage season would reduce export 


+1 


_ and a bad season would 
it enormously. Moreover, this 


on 
il 


ase in volume has been accom- 


1 by enforced deterioration of 


ral and agricultural properties, 


their owners cannot maintain 
1 condition while prices remain 
are. 
ituation of the primary pro- 
a matter of the utmost con- 
Australia. Any plan for the 
tion of employment in Australia 
fails to take account of this fac- 


futile. Business cannot recover 
sperity returns to primary 
tion. The problem of restoring 


yment in Australia is primarily 


creating in export industries 


tions under which the primary 


r can once more operate at a 
This can be done by one of 
thods which may be used to- 
ither by lightening the burden 
costs or by increasing the price 
receives for his product. Al- 
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ready some of his costs have fallen 
owing to the fall in the internal price 
level, which has, however, been less 
severe than the fall in the price of his 
product. Another effect of the depres- 
sion has been that the pressure of fall- 
ing prices has enforced upon him 
greater efficiency. 

One of the sources of reduced costs 
most frequently discussed is the tariff, 
which is designed in the main to pro- 
tect manufactured products. ‘The pri- 
mary producer claims with much reason 
that the tariff has reached such a 
height as to be a serious item in the 
costs of primary production. To give 
relief by a reduction in the tariff is not 
easy in practice, for the protection of 
secondary industries is an idea deeply 
implanted in the political conscious- 
ness of Australia. The only public 
authority with power to alter the tariff 
is the Federal Parliament. Although 
favorably disposed to more moderate 
protection, as is shown by the recent 
removal of some embargoes, the Gov- 
ernment awaited the outcome of the 
Ottawa Conference before attempting 
any serious tariff revision. Moreover, it 
is likely to be guided by the investiga- 
tions and recommendations of the 
Tariff Board, which necessarily involves 
some delay. 

Interest plays a large part in agri- 
cultural and pastoral costs. Legisla- 
tive and voluntary reductions in mort- 
gage and other interest have already 
helped to reduce the burden of over- 
head cost, but much yet remains to be 
done before it becomes manageable. 
Many of the trading banks and other 
financial institutions are gradually re- 
ducing interest rates; but the process 
takes time, especially where existing 
contracts must be respected, as in the 
case of fixed deposits. ‘The State gov- 
ernments, too, have indicated their 
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readiness to use further legislative 
action, if necessary, to enforce reduc- 
tions in interest. 

In Australia wage cost enters more 
largely into pastoral than into agri- 
cultural industry. In the former in- 
dustry, wage reduction has already 
gone to great lengths and it is doubtful 
whether much more can be done there. 
The primary producer is also indirectly 
affected in his costs by the general 
wage level in other industries. Some 
relief has come by the application of the 
10% reduction in real wages made by 
the Commonwealth Arbitration Court, 
which has, however, not been followed 
by the State tribunals. Wage reduc- 
tion is a burning question in political 
discussion, and probably no more will 
be done than to alter nominal wages 
in accordance with changes in the cost 
of living and to remove some of the 
great anomalies existing between the 
wage levels of different States which 
have followed different political policies. 
The amount of further relief from this 
source, therefore, is not likely to be 
great, especially in view of the weight 
commonly attached to the argument 
that wage reduction reduces the spend- 
ing power of the community. 

A reversal of the trend of export 
prices would greatly relieve the situa- 
tion. In the long run it seems that 
this must come about, but in the mean- 
time export production may perish. 
Prudence demands that any attack 
upon the problem of price should not 
be based on the expectation of a rise 
in the near future. 


British Imperial Cooperation 


It is sometimes thought that co- 
operation between the members of the 
British Empire may lead to enhanced 
prices for Australian exports. It is 
true that, since Britain is our chief but 
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not sole market for wheat and woo! 
any preferential treatment accorded t, 
Australian production would be helpful 
But there are many difficulties in the 
way of this form of imperial coopera- 
tion. In the first place, unless the 
world-wide depression is to be intensj. 
fied, care would have to be taken that 
the encouragement of some forms oj 
intra-imperial trade did not occu; 
simply at the expense of imperial trade 
with foreign countries. One of the out. 
standing features of the world depres. 
sion is the disastrous falling off jp 
international trade, and intra-imperia| 
arrangements, if entered into in any 
narrow spirit, might have serious reper- 
cussions on world prosperity and con- 
sequently on that of the Empire, 
Arrangements of this kind are usually 
reciprocal, and the most intractable 
element in the situation is that Aus- 
tralia has little further which she is 
likely to offer as a quid pro quo for new 
preferences. 

Any further effective preference to 
British manufactured goods could only 
be given at the expense of Australian 
secondary industries, which have been 
built up under the protective tariff. 
No doubt some tariff reduction could 
be made to the advantage of both 
countries, but a serious readjustment 
of secondary production in Australia 
is not likely. These considerations 
apply to the discussions which have 
taken place recently at Ottawa. From 
them little relief is likely to come 
to Australian primary production, al- 
though the field of imperial coopera- 
tion in monetary policy may offer 
some hope. Could a common mone- 
tary policy be established, based on 
sterling, which would check the down- 
ward trend of prices, it would not only 
relieve the position of the Australian 
primary producer but also might, by 
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to the rest of the world, 

way out of the depression. 
her hand, the view may pre- 
nly international action can 
world price level, and this 
a world economic con- 
Another aspect of imperial 
is that the burden of Aus- 
verseas interest payment may 
be lightened when the creditor 
that the gain from falling 
neans for the debtor an intoler- 
in which, unless some allow- 
ade, may reach the breaking 


Exchange Management 


eS 


remains the relief which has al- 
n achieved through exchange 
n. The question, whether 
exchange is to be used further 
irpose, has gradually forced 
the foreground of politi- 
ion. Clear thinking on this 
however, is impeded by the 
bsession that the par of ex- 
etween the Australian pound 
pound sterling, to which we 
traditionally accustomed, is 

1 natural and that any other 
irtificial and temporary. This 
discussion in much the 
way as did the view prevailing 
World War that the pre-war 
prices was normal and should 
red. Actually it might be 
ed with much show of reason 
the years succeeding the return 


tintea 
ALCS 


th countries to the gold standard 
25, the 


Australian exchange on 
was artificially maintained at or 
par by the heavy borrowing 
broad and that it was only when 
‘ssure was relieved that a natural 
is established corresponding more 
with the differences in the 





price and income structure of both 
countries. 

Those who advocate a policy of ex- 
change management to raise prices 
in Australia rest their case upon the 
view that the point of attack in a policy 
of restoring employment is the pri- 
mary producer. Depreciation in the 
exchange improves his position by 
raising his prices in Australian cur- 
rency, thereby giving to him an ad- 
vantage in relation to his costs, which 
are slower to move and in the end may 
not move in proportion to the deprecia- 
tion in exchange. Any further fall in 
export prices, they argue, unless coun- 
tered by exchange depreciation, will 
destroy primary production over wide 
areas. ‘This position could be met only 
by more drastic deflation, which would 
shake the whole industrial fabric, al- 
ready weakened by the partial destruc- 
tion of the primary industries. ‘They 
do not expect, in the midst of a world 
depression, to achieve prosperity for 
Australia through exchange manipula- 
tion, nor do they aim at restoring 
primary producers to the level of 
profit which prevailed before the de- 
pression. ‘They hope rather to provide 
conditions which will preserve the 
bulk of primary production until world 
prices rise again. It is well recognized 
by them that there is a danger of such 
a policy getting out of hand, as each 
step in exchange depreciation reveals a 
good case for another step. ‘The advo- 
cates for this policy, therefore, urge 
that it should go hand in hand with a 
direct attack upon costs. 

Those who oppose the policy of ex- 
change management point out that 
the prices of Australian stocks abroad 
will fall as exchange depreciates, that 
capital will take flight, that lack of 
confidence may destroy our monetary 
system, that imports will fall off, and 
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that there will be an increased drain 
on public revenue to meet the added 
cost of overseas interest payments. 
As against these considerations the 
advocates of exchange management 
reply in general that unless primary 
production becomes more profitable, 
and the only practical way to achieve 
this is by exchange management, the 
Australian position will be desperate 
and the effects feared from exchange 
management will be intensified. In 
particular, they assert, imports would 
fall off much more than under exchange 
management, because the only way to 
secure greater imports is to restore 
prosperity to the export industries. 
A flight of capital and a lack of con- 
fidence would be much more probable 
if export production failed. Similarly, 
government revenues would be much 
more heavily reduced and less able 
to bear the burden of overseas 
interest. Finally, they urge that any 
fall in prices of Australian stocks would 
be checked when it was realized abroad 
that exchange depreciation had en- 
abled Australia to preserve her econ- 
omy from destruction. 

Pastoralists and agriculturalists de- 
manded a further depreciation of the 
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exchange before the export season 
began in September. If the fall jp 
export prices was to be any guide, they 
argued, then assuming that a rate oj 
25% discount was appropriate in Sep- 
tember, 1931, a higher rate was not inap- 
propriate in view of the further fall jp 
gold and sterling prices since that 
date. The view of importers and of 
some financial institutions is that ex. 
change management should be merely 
a financial matter, that is, it should 
be concerned only with the movement 
of Australian funds in London and 
not with relative price levels. At 
present the management of exchange 
is in the hands of a nonpolitical body, 
the Commonwealth Bank, which seems 
inclined to pay attention to London 
funds. The Federal Government has 
steadfastly refused to put pressure 
upon the Bank in this matter. The 
logic of events, however, may force 
the Commonwealth Bank to pay more 
attention to export prices and to the 
primary producer. It is possible that 
even the contemplation of London 
funds may lead the Bank to raise the 
exchange rate, as it is by no means 
certain that the present favorable bal- 
ance between imports and exports can 
be maintained. 
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THE 


Inap- HE phenomenal increase in the 
of the installment method of 
irchasing consumers’ goods has, 
have been expected, given 
1 large amount of literature on 
bject. A survey of the field, 
makes one feel that certain 
shave been not only inadequately 
but also in most cases omitted 
y. The one which seems to have 
d the least attention is the ques- 
cost of this method of 
One of the best-known 
the subject, Professor 
\. Seligman, has almost entirely 
over the question of the cost 
ved but does remark that, “ 
novelty of installment selling 
doubt permitted or even ea- 
red the concealment of finance 
longer experiment with the 
1 the endeavors of the larger 
mpanies to make known the 
sts of finance will probably 
in the education of the con- 
Five years have elapsed since 
tatement appeared, but the en- 
of finance companies to make 
their charges have not yet been 
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knows the exact annual 
installment purchases, but 
the estimates which have been 
are led to believe that about 
15 t all goods bought at retail are 
purcl the installment plan. 
exclusive of houses, life insur- 
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ance, and stocks and bonds, which are 
purchased extensively by this method. 
The installment plan, however, has 
proved to be much more popular for 
some commodities than for others. 
The Department of Commerce obtained 
and tabulated returns from 23,779 retail 
establishments for the year 1927 and 
found that the following businesses 
sold 4% or more of the number of 
units of their goods by the installment 
method: 


Percentage of 
Installment Sales 


Kind of Store 


Stoves and ranges 73 
Furniture. . 58 
Musical instruments ss 
Electrical appliance 49 
Automobiles 47 
Radio 29 
Plumbing and heating 25 
Jewelry. 17 
Fur goods iI 
Department 6 
House furnishings 6 
Hardware 4 
Clothing (general 4 


The above gives an indication as to 
the importance of installment buying 
in the various fields, but it aids very 
little in determining which field has the 
largest absolute volume of installment 
purchases. For the year 1925, Milan 
V. Ayres, of the National Association of 
Finance Companies, has estimated the 
total credit advanced by installment 
retailers as shown on the following page. 

Similar figures for a more recent 
year would, no doubt, provide a better 
basis for showing the volumes of in- 
stallment paper arising from the various 
fields, but such figures are not available. 
is indication, however, 
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that automobile installment paper con- If one uses the compound-interes: JP metho 
tinues to predominate. method? the result is a 64% nominal J true 
rate, or an 86.6% effective rate. From [i instal! 
Estimated Total | pe-cent- the point of view of the seller, who js The 
Installment Retailer - — age of able to have many such plans in Opera- the an 
( dolla)” | Total tion at all times, the 86.6% rate MB the ©: 
pee represents his return. If the buyer regard 
Automobiles, trucks.. 2,289 56 pays installments throughout the year used, | 
Hang furniture. . 595 15 on the same basis as this one, then he are av 
Reser 21 - 4: . . - "age 
SS ggimaaiaatalage i : is likewise paying 86.6%; if this is the Sor 
eh at i 127 3 only installment to which he is com. chargé 
Phonographs......... 120 3 mitted for the year, however, his ra cases 
Washing machi 8 ’ ; 7 
ietavteadiie..... Me “ then becomes the result of compound. their 
ee, Ler Te Te 80 2 ing 54% monthly over the period to th 
All others............ 301 8 covered by the installments.‘ Since a JB then 
oe pyre oe large share of installment plans do remall 
cover approximately one year,* it would J wheth 
seem reasonable to limit our discussion JB be te! 
The “Interest Rate” of Installment to effective rates only.6 In our ex. Associ 
Buying ample, however, the first quoted rate JR object 
Moving directly to the cost aspect, of 75% (using the simple-interest ; minol 
we find the purchaser of a $20 article, ‘ charge 
or a number of articles totaling this ’The computation of rates becomes a bit com. MH intere 
f f | I plicated when this method is used. It is a problem in » servic 
amount trom one o our argest Mall- deferred annuities in which the present value is give: [JE leat 
order houses, is required to pay $4 and the rate is to be computed. Thus: g post 
down, to add $2.50 for the carrying , The present value A = R(aali) B inane 
h d th in which R = the periodic payment of the annuity, Pit do 
. arge, and then to pay $4 a month n =the length of the term expressed in D the 
' until the payments are completed. interest periods, or the number of pay- 
This means that the buyer pays $4 a , ame esemy, me acting 
th f f h d h i = the interest rate per conversion period, ® ing, r 
mon or four months an $2.50 u € Our problem becomes 16 = gaai + 2.50(1 +i)"; ein ant 
fifth month. The problem resolves it- i becomes 544%, giving a nominal annual rate of 64%, : 
self into computing the yearly rate of a °F an effective annual rate of 86.6%. The nominal 5 to CO 
f f h rate is the rate per year at which interest is earned © losses 
payment of $2.50 for the ata of $16 during each conversion period, while the effective rate eee 
under the above terms. Using the _ is the rate per year at which interest is earned during F . i; " 
simple-interest principle the rate be- ‘ach year. ie ling 
2 * That is, if he continues to make contracts on ths F&F s mone’ 
comes 75 To: basis as frequently as his previous contract expires, © ment: 
: then his rate becomes 86.6% per year. 2 
. See Robinson, Louis N., “The Morris Plan,” xxi 5 This is especially true of automobiles, the largest z financ 
American Economic Review 2, June, 1931, p. 233. The installment selling field in terms of the amount of — of mo 
method used by Mr. Robinson in figuring the rates on money involved. An executive of one of the larger ‘ Oe 
Morris Plan loans is that of simple interest. finance companies, which takes over installment paper : | 
In our case the buyer pays $2.50 (the fifth month) from various fields, told the writer that at least 90% { of bu: 
because he is not able to pay the remaining $16 at the _ of the paper handled by his company was for contracts j a 
time of the purchase. He therefore owes $16forthe of 12 months. . Tim 
first month, $12 for the second month, $8 for the third 6 The importance of using this rate rather than the { put out 
month, and $4 for the fourth month. Now, if we nominal rate was clearly brought out by Clyde Olin ; panies. 
neglect the compound feature, this is the same as if Fisher at a Round Table Conference of the Americaa ; to an ar 
he owed $40 for one month, or $3.33}4 fora year. A Economic Association meeting at Washington, D. C., ; Harper: 
charge of $2.50 for the use of $3.3344 for a year gives in December, 1930. See xxi American Econom : 8 Edit 
a rate of 75 %. Review 1, Supplement, March, 1931, pp. 12-13. October 
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turns out to be nearer the 
than 86.6% because the 
nts cover only five months. 

t important consideration in 
is, nevertheless, is not whether 
is 75% or 86.6% but that, 

ss of the method of computation 


_it is far higher than most persons 


irms advertise, ‘‘ No increased 


_— 


r time payments.” In most 
firms are either deceiving 
tomers or doing an injustice 
cash customers. Admitting 
the cost exists, there still 
the question of deciding 
or not the charge should 
“interest.” The National 

n of Finance Companies has 
very strenuously to this ter- 
ind has contended that these 
hould be considered, not as 
but rather as a payment for a 
The Association justifies this 
the basis that the profit to 
mpanies is small, including as 
he service of investigating 
standing of the purchaser, 

. collection agency, repossess- 
litioning, and selling articles 
their purchasers have failed 
lete payments, and meeting 
1 by an inability to re- 
by the impossibility of 
ssessed articles for enough 
equal the defaulted pay- 
In 1929, the profit of 91 
ompanies doing a_ business 
in $2,500,000,000 amounted 
1.23% of the total volume 
But this, of course, 


CC 


Do Not Cause Panics, a pamphlet 
National Association of Finance Com- 
s written by Milan V. Ayres in answer 
h appeared in the April, 1931, issue of 


of The American Mercury for 


does not tell us that the return on 
each dollar of invested capital may 
be very high. Much of the proof given 
by finance companies, to show that 
they are not extremely profitable, runs 
in these terms. 

It should perhaps be said that the 
installment charge covers not only 
what would ordinarily be regarded as 
interest, but it also includes, as was 
pointed out in the citation above, the 
investigation charge, the cost of placing 
the transaction on the books, the cost 
of collection and the losses which might 
result from repossession. ‘To designate 
the installment charge merely as inter- 
est would be slightly inaccurate. What 
is needed is a term which willexpress the 
carrying charge on a per cent per annum 
basis. Hereafter the term “carrying 
charge”’ itself, stated on this basis, will 
be used to designate the cost to the 
installment purchaser.® But call it 
what you will, the purpose of this 
paper is to disclose the actual costs 
involved in a few representative fields, 
and not to justify or criticize the 
amount of the charge. In other words, 
the writer is very much in accord with 
what was said earlier in regard to 
making known what are the exact 
costs to the consumer when purchas- 
ing on the installment plan. The 
remainder of this paper will be devoted 
to this end. 


Costs of Installment Buying: Automobiles 


The best that one can hope to do in 
a study as extensive as this one is to 
present what are hoped to be represen- 
tative figures. Most companies do 
not publish, for general circulation, 


>One suggestion which the writer received 
correspondence with various finance-company execu- 
tives was to use the term ‘‘ Time Price Differential. 
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plans for buying by means of install- 
ments, and in addition some are even 
reluctant to give out specific details 
of their “‘budget plans” unless there is 
a sales prospect. If these plans are 
obtained under the pretense of a pro- 
spective purchaser, the results are 
generally only local in character and 
for only a narrow price range. Some 
finance companies, however, have been 
willing to cooperate and consequently 
have made possible some of the tables 
that follow.!° 

An analysis of the cost to the con- 
sumer of buying automobiles on the 
installment plan will be presented first. 
The consumer, of course, deals directly 
with the automobile retailer; hence, 
the installment terms offered by the 
dealer represent the cost to the buyer. 
These terms, however, are usually 
furnished the dealer by a finance 
company which takes over the install- 
ment paper if the contracts are ac- 
ceptable to it. ‘Therefore, the costs 
as shown by the finance company 
sheets are likewise those which the 
purchaser pays; and since the terms 
of the finance companies apply in 
some cases to the entire United States, 
one may get a general picture of the 
cost of automobile installment financing 
by examining only a few automobile 
finance companies. 

In the United States two automobile 
finance corporations are outstanding 
because of the scope and volume 
of the business which they do. Since 
the rates of the two companies are 
very similar, only one will be pre- 
sented. The terms presented are only 
for new cars. Second-hand install- 


Only a few of the finance companies which were 
thought to be representative were asked for their rate 
schedules. Some of those companies ignored repeated 
inquiries; others gave out their rate schedules with a 
great deal of reluctance. 
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ment terms are much less uniform ap; 
are in general higher than those {o, 
new automobiles. The installmen: 
rates of one of the companies appear 


in Table I. 


Taste I. Rates CHArGeEp By ONE oF THE Lance 
AND Most REPRESENTATIVE AuTomogits __ 
Finance Companies 























Rates on Less Than 1). 
Unpaid | C2°t¥- | Month-| 12- month Contracts 
Pt 5 ing |ly Pay-|month 
ance" | Charge|} ment | Ratet - P | 
Mo. | Mo.| Mo.) My 
$ 205.00) $ 18 $ 19 17% | 19% |20% 26%, 385 
235.00 20 22 16 17 19 |23 | 33" 
265.00 22 25 16 17 18 jar 31 
295.00 24 27 16 17 18 |19 | 27 
325.00 27 30 16 17 18 j19 | 26 
355.00 30 33 16 17 18 |19 23 
385.00 32 36 16 17 17 {18 22 
415.00 34 38 16 16 17 118 | 21 
445.00 36 41 16 16 17 {18 20 
475.00 39 44 16 16 17 {18 20 
512.50 41 48 16 16 17 |18 | 19 
587.50 46 54 15 16 17 |17 | 19 
662.50 52 61 16 15 16 |17 18 
737.50 57 68 15 15 16 |16 17 
812.50 62 74 1s 15 16 {16 17 
887.50 67 81 15 15 16 {16 17 
962.50 72 88 15 1s 16 |16 17 
1,075.00 81 99 16 15 15 /|16 16 
1,225.00 91 112 16 15 TS |16 | 16 
1,375.00} I01 126 15 15 15 |I5s 16 
1,525.00} III 139 14 15 1s |1s | 15 
1,675.00} 122 152 14 15 1S {ts | 15 
1,825.00) 132 166 14 14 1S /|I5 15 
1,975.00) 142 179 14 14 14 |I5 15 














* This company requires that the customer pay at least 
one-third of the selling price at the time of the purchase. |! 
all buyers made a down payment of only one-third, the sell- 
ing price of the automobile might be substituted for th 
unpaid balance by adding 50% to the unpaid balance. 
There are, however, no new automobiles that sell for as little 
as 50% more than $205.00, namely $307.50, but unpail 
balances of this size are used by those who pay more thas 
one-third at the time of the purchase. 

t These are the rates when 12 months are used to complete 
the payments. When less than 12 months are used to com 
plete the payments, the carrying charge and the monthly 
payment figures (Columns 2 and 3)no longer hold. 


One of the most difficult problems 
to be dealt with in the computation 
of the carrying-charge rates on install- 
ment purchases for automobiles ‘ 
that of separating the insurance charges 
from other charges. ‘To illustrate, in 
most cases the’ charges quoted by the 
finance companies include fire-and-thet 
coverage and in addition, in some 
instances, collision insurance. Finance 
companies, almost without exception, 
require fire-and-theft insurance in order 
that they will be protected in case © 
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sulting from either of these 
The premium on this type of 
varies with the territory 
the automobile is sold. Con- 
- some automobile finance cor- 
ns have, in addition to their 
syular carrying charge, another charge 
which they frequently call a “territory 
” The United States is thus 
d into some 40 or 6§0 territories 
re is a different territory charge 
various districts. ‘These charges 
wise vary within the district accord- 
the selling price of the car; the 

r the price, the higher the charge. 
An examination of the territory charge 
w, however, that in most 
includes something more than 

It seems reasonable to ex- 

that different territories would 
varying degrees of risk to the 

f the installment paper, and 

this accounts for the discrep- 

\s a result of this difference, 
impossible to construct a rate 

le that is applicable to the entire 
try. The rates given in Table 

| do not include any kind of insurance 
ges; on the other hand, these rates 

to those districts for which the 

ry charge is approximately equal 

the compulsory insurance charge. 

In other words, the rates given in 
lable I may be taken as minimum 
es, if we remember that the rates 
me territories are slightly higher. 
Under the terms given by this finance 
company, the purchaser may take 
4, 6, 8, 10 or 12 months in which to 
| The most frequently used con- 
that of 12 months, for which the 
rying-charge rate varies from 17% 
he case of the smallest unpaid 

to 14% for the largest unpaid 

When contracts of less than 

[2 months are used by the buyer, 
on an annual basis become 


Liy 


to 


we 
= 


slightly higher. This is especially true 
for the rates on the smaller-sized 
purchases, as is to be expected because 
of certain minimum investigation and 
bookkeeping charges. In every case 
the carrying-charge rates decrease as 
the size of the unpaid balance increases, 
but the decline takes place at a much 
more rapid rate for contracts of less 
than 12 months’ duration. 


Electrical Appliances 


Another field of installment buying 
which is becoming more and more 
important is that of electrical appli- 
ances. No doubt the largest seller in 
this field at present is the public 
utility company, which in most cases 
does its own installment financing. 
The rates charged on installment pur- 
chases of electrical appliances by a 
large eastern public utility company are 
given in Table II. 

The rate, when 12 months are used 
to complete the payments, is 15%. 
The rate remains the same regardless 
of the size of the unpaid balance. 
When a period other than 12 months 
is used to complete the payments, 
the carrying-charge rate varies from 
13% to 23%; the rates are as fol- 
lows: 

Taste II. Rates CuHarcep on INSTALLMENT Pur- 


CHASES OF ELECTRICAL APPLIANCES BY A LARGE 
Eastern Pusuic Utitiry Company 











Time Unpaid Rate 
(months) Balance (%) 
3 $ 7to$ 48 23 

4 13 to 98 22 

6 23 to 150 | 18 

8 33 to 150 17 
10 43 to 150 16 
12 53 to 299 | IS 
16 Isoto 299 | 15 
20 | I50 to 299 14 
24 200 to 299 | 14 
3¢ 230 to 299 13 
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Since the amount of the down pay- 
ment on purchases of electrical appli- 
ances from the company used in the 
construction of Table II, is not clearly 
standardized, the size of the purchase 
is not given but only the unpaid bal- 
ance. This is the balance which 


Taste III 
Rates CHARGED ON INSTALLMENT PurcHASES OF ELECTRICAL REFRIGERATORS By Ox: 
OF THE LARGEST GENERAL FINANCE CORPORATIONS 
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tors. Finance companies likewise Oper. 
ate in this field by taking over the 
paper of independent retailers. [py o;. 
der, therefore, to cover the field ,' 
electrical appliances more thoroughly 
the installment terms of one of thes 
finance companies are given. The par. 


unpal 
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$300, 
porat 
Most 
chase 
mesti 
there 
B rates 














this 
Rates (%) Wher 
Unpaid Carrying Monthly temp 
Balance Charge* | Payment* 4 6 8 10 12 15 18 21 y 
Mo. | Mo. | Mo. | Mo. | Mo. | Mo. | Mo. | Mo. re 
1 
Mie ibis bite aee tain 30 22 22 howe 
Bc aa oot ee ie te eae 25 21 21 of ra 
ME hay xk00'e SU Raa ewen 27 20 20 20 z 
SP ‘hisewet ee eitommen been 26 20 20 18 ment 
100 $ 9.20 $ 9.10 26 20 20 18 18 twee! 
110 9.64 9.97 25 20 20 18 17 the 
120 10.20 10.85 24 20 19 17 17 B Gnan 
130 10.76 11.73 23 20 18 17 16 ht 
140 11.44 12.62 22 19 18 17 16 te close 
150 12.36 13.53 21 18 17 17 16 16 16 16 S shoul 
160 12.92 14.41 20 18 17 16 16 16 16 16 a on al 
170 13.48 15.29 20 17 17 16 16 15 15 15 .. 
180 14.16 16.18 19 17 17 16 15 15 15 15 B won | 
190 15.08 17.09 18 17 17 16 16 16 15 15 ® balan 
200 15.88 17.99 18 17 17 16 16 16 15 15 B case 
230 18.28 20.69 17 17 16 16 16 15 15 15 _ 
260 20.44 23.37 16 16 16 16 15 15 15 15 mont 
300 23.64 26.97 16 16 16 16 15 15 15 15 for u 
350 27.40 31.45 16 16 16 15 15 15 15 15 $700 
p 9700, 
400 31.40 35.95 15 16 15 15 15 15 15 15 S 1n T. 
500 39-16 44.93 4 | 15 | 15 | 15 | 15 | 15 | 15 | 15 hi 
600 46.80 53-90 14 15 15 15 15 15 15 15 s rates 
700 54.56 62.88 14 15 15 15 15 15 15. | 15 me incre: 









































* These figures hold when 12 months are used to complete the payments. 
used to complete the installment, the carrying-charge and monthly-payment figures given here no longer hold. 


remains after the initial down payment 
but before the addition of the carrying 
charge. In many cases as little as $10 
is accepted as the down payment. 

The installment purchaser of elec- 
trical appliances from this company 
is given a wide choice as to the number 
of months which he may use to com- 
plete his payment, varying from 3 to 
30 months. 

Public utilities, however, are not 
the only sellers of electrical equipment 
and especially of electrical refrigera- 
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When contracts of other than 12 months are 


ticular finance corporation presented 
here does a general installment-financ- 
ing business; that is, it takes over 
automobile, radio, electric washing- 
machine, refrigerator, and other types 
of installment paper. This corporation 
is reputed to be the largest of its type; 
its terms, covering electric refrigerators, 
are given in Table III. 

When two tables are given which 
cover the same type of installment 
purchases, a comparison is in order. 
It will be noticed, however, that the 
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lances given by the public 
range only from $7 up to 
vhile those of the finance cor- 
n begin at $60 and go up to $700. 
lances which result from pur- 
of electrical equipment for do- 
use would fall under $300; 
only a few samples of the 
unpaid balances of more than 
unt are given in Table III. 
omparisons are made, an at- 
will be put forth to use only 
ble unpaid balances. 
rimary purpose of these tables, 
is to show the general run 
for financing electrical equip- 
ment. But the correspondence be- 
carrying-charge rates of 
utility and those of the 
rporation is so. strikingly 
what has been said before 
kept in mind. The rates 
ntracts of the finance corpora- 
ase as the size of the unpaid 
which is not the 





Is increases, 


the public utility. For 12- 

* tracts which may be used 

14 inpaid balances between $100 and 

2 $700, the rates range from 18% to 15%. 

‘a | - IIT, it will be noticed that the 

14 rates for the smaller unpaid balances 

4 pretty rapidly as the shorter- 

onths are ntracts are used. This reaches 
im when the minimum unpaid 

$60, is paid in four monthly 

inane: installments. The per annum rate 
1 under these terms is 30%. However, 

hing- iter the unpaid balance has reached 
ty] $200, there is little difference in the 


gardless of the length of the 


we consider unpaid balances 
$150 to $700 for contracts of 
18, 21 and 24 months, it be- 
ment mes apparent that there is very little 
1e1 ierence in any of the rates. The 


er annum rate under any 
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of the installment terms is 16%, while 
the lowest is 14%. The lower rates 
are found for the higher unpaid bal- 
ances, and, in general, for the longer 
contracts. 

As a general comparison, it would 
be safe to say that the rates of the 
finance corporation were slightly higher 
than those of the public utility. A 
number of reasons might account for 
this. On the cost side, investigation, 
bookkeeping and collection costs might 
be less for the public utility in case it 
sold to its customers. Likewise the 
utility might be willing to obtain no 
profit, or even suffer a small loss from 
this branch of its business, in order 
to put more electrical equipment into 
use and hence increase the volume of 
electricity But, whatever the 
cause or regardless of the difference 


used. 


between companies, this type of install- 
ment buying is costing the public, 
under most conditions, between 15% 
and 20%. 


Mail-order Purchases 


Thus far, only two fields of install- 
ment selling have 
automobiles and electrical appliances. 
Although these two probably represent 
a large share of all the installment 
finance paper at the present time, it 
would be desirable to get some idea 
as to the other fields. In 
order to accomplish this in as brief 
the rates on 
from a mail- 
These rates 


been discussed, 


costs in 


a survey as possible, 
installment purchases 
order house are examined. 
apply for a large variety of products— 
in fact, for almost everything which the 
mail-order house sells, and especially 
for household furnishings, radios and 
farm equipment. There are two 
outstanding mail-order houses in the 
United States, so far as volume of 
operations is concerned. 


Both of these 
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are now, in addition to their mail- 
order business, retailing directly. Ex- 
amination of the budget plans of these 
two companies shows exceedingly close 
correspondence. Consequently the 
rates for only one of them are given. 
These plans, with the corresponding 
rates, appear in Table IV. 











Taste IV. Tue Rates on INSTALLMENT Pur- 
CHASES FROM A WELL-KNOWN MalL-orDER House* 
Size of | Carrying} Down | Monthly Ratet 
Purchaset| Charge | Payment} Payment 

$22.50} $2.50] $4.00] $ 4.00] 66% 
27.50 3.00 5.00 5.00 | 65 
32.50 3.50 5.00 5.00} 5I 
37.50 4.00 5.00 5.00 | 43 
42.50 4.50 5.00 5.00 | 34 
47.50 5.00 5.00 §.00 | 31 
55.00 5.50 5.00 6.00 | 27 
65.00 6.50 6.00 7.00 | 27 
75.00 7.50 7.00 7.00 | 23 
85.00 8.50 8.00 8.00 | 23 
95.00 9.50 g.00 8.00 | 20 
112.50 11.00 10.00 g.00 | 20 
137.50 13.00 12.50 10.00 | 18 
162.50 15.00 15.00 11.00 | 16 
187.50 17.50 17.50 12.00 | 16 
212.50 20.00 20.00 14.00 | 16 
237.50 22.50 22.50 15.00 | 16 
262.50 25.00 25.00 16.00 | 14 
287.50 27.00 27.50 17.00 | 14 
312.50 29.00 30.00 597.92 | 39 
337.50 32.00 32.50 18.72 | 14 
362.50 34.00 35.00 20.08 | 13 
387.50 36.00 37.50 21.44 | 13 
412.50 38.00 40.00 22.81 | 13 
437.50 40.00 42.50 24.16 | 13 
462.50 42.00 45.00 an.63 | 39 
487.50 44.00 47.50 26.88 | 13 














* This is not the only installment-purchase plan of this 
mail-order house. When buying the higher-priced articles, 
each item has a plan of its own which roughly agrees with 
the above schedule. 

This column represents the average size of the purchase 
under the terms given. For example, purchases between 
$20 and $25 are made under the terms opposite the above 
$22.50. The purchase need not be for a single article selling 
for more than $20, but total purchases must amount to at 
least this figure. 

t This is the effective rate, the rate per year at which inter- 
est is earned during each year. These rates have an upward 
bias in cases where less than twelve months is allotted to 
complete the payments. For the smaller purchases it would 
make a great deal of difference in the rate if the upper or 
lower limit of the size of the purchase were used rather than 
the average. For example, the first case using the lower 
limit gives the previously mentioned 86.6% rate while the 
upper limit gives a 50% rate. 

These rates are given to the nearest whole number. 


The per cent per annum rate charged 
on installment purchases from this 





mail-order house ranged from 66%, 
in the case of a $22.50 purchase, or , 
number of purchases totaling this 
amount, to 13 % in the case of a $487, 5 
purchase. The larger the purchase 
price, of course, the longer the time 
given for the completion of payment, 
There is no choice as to the number of 
months that may be taken for repay. 
ment; this is determined entirely by 
the size of the purchase or purchases, 
In the case of the smaller purchase 
mentioned above, the payments are 
completed in 5 months; for the larger 
purchase, 18 equal monthly payments 
are allowed. 

The per annum carrying-charge rate 
for this company varies from 66% to 
13% on purchases from $20 to $500. 
Since certain minimum charges are 
necessary to cover the cost of the 
investigation, the placing of the trans- 
action on the books, the accounting 
and collection of payments, and the 
merchandising losses involved, one 
would expect the rate on the smaller 
purchases to be relatively higher than 
that on the larger ones. Most availa- 
ble information supports the fact that 
the latter cost, merchandising losses, 
has proved to be relatively very small 
especially in the cases of substantial 
down payments. The rate decreases 
very rapidly up to purchases amounting 
to $75, then decreases moderately from 
$75 to $250, after which very little 
change is noted. 


Borrowing Funds on the Installment 


Plan 


Closely connected with the buying 
of consumer goods on the installment 
plan is the borrowing of funds by the 
installment method. It will not be 
contended even in this case that the 
rates given are expressions of interest, 
but simply carrying charges stated on 4 
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rves that may be made Fy small-loan 
inies. Recently some of the 
banks have installed small-loan 
ents. The rates given in Table 


wever, are those of an industrial 
¢ company which operates over 


. entire United States, and are thus 


representative of the install- 


ent-banking field. 























fante V. THe Rates on INSTALLMENT LOANS FOR 
. WELL-KNOWN INDUSTRIAL BANKING Company* 
Monthly 
1. Payments 
tal | Borrower | 
Charges | Receives l Ratet 
b3 Amount 
| | 
2.25 |3 7.75| 5 \s 10.00 | 20% 
3.80 | 56.20) 6 10.00 25 
4.45 | 65.55) 7 10.00 | 22 
5.20 74.80) 8 10.00 | 20 
6.05 83.95 9 10.00 19 
7.00 | 03 00} 10 10.00 17 
8 8.04 | 99 36) I2 9.00 | I7 
0.20 109.80] 12 10.00 17 
12.48 143.52) 12 13.00 | 17 
4 6.32 187.68) 12 17.00 17 
2 20.14 | 231.86) 12 21.00 17 
27.70 | 332.30} 12 30.00 16 
34.42 | 421.58) 12 38.00 16 
$1.14 510.86) 12 46.00 | 16 
48.70 611.30 12 55.00 | I5 
55.42 700.58} 12 63.00 15 
65.50 834.50) 12 75.00 15 
73.06 | 934.94) 12 84.00 | I5 
107 50 | 1,392.50 12 125.00 15 
140.24 | 1,863.76 12 167.00 14 
171.20 | 2,348 So} 12 210.00 14 
200.00 2,800.00 12 250.00 14 
236.00 3,364.00] 12 300.00 | 14 
264.80 | 3,815.20] 12 340.00 | 13 
293.60 | 4,266.40] 12 380.00 | 13 
3 52 | 4,672.00} 12 416.00 | 13 





| | | 





mpany does not have a uniform plan for 
ed States. The particular plan given here 
ervative in relation to the several plans examined. 
the effective rate to the nearest whole per cent, per 


IT 


\ borrower who obtains a loan of 


m the industrial banking com- 
used for the construction of 
V, receives $93 and is asked to 
back $10 each month for the 
t1omonths. These conditions give 
ial rate of approximately 17%. 
less than $100 are not en- 

ged, but some are made. In 

r up total charges, this bank 
ishes between the interest and 
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er annum basis. Most of the service charge. For example, in 

es have uniform small-loan the case of the $50 loans there is a 
vhich govern the maximum $1.25 interest charge plus a $1 service 


charge, while in the case of a $1,008 
loan the charges are $60.48 and $12.58 
respectively. Even though the $50 
loan is paid back over a period of § 
months, while 12 months are taken to 
repay the $1,008 loan, there is ap- 
parently no correlation between either 
the interest or the service charge and 
the size of the loan. The $2.25 charge 
on the $50 loan gives an effective 
annual rate of 20%. ‘The rate on $60 
and $70 loans is even higher, due 
primarily to the increase in the service 
rather than to the interest charge. As 
the size of the loan increases after the 
$100 mark, the rate decreases slightly 
until the maximum loan of $5,000 
may be had at the rate of 13%. 


Summary: Typical Installment 
Purchases 


In order to summarize briefly the 
significance to the consumer of the 
preceding analysis, the installment pur- 
chases of an assumed typical American 
family will be presented.!! Suppose, 
for example, that a family purchases 
by the installment method in some one 
year an automobile, a radio, an electric 
refrigerator, and an encyclopaedia.’? 
The plans are as given in Table VI." 

This family lacked $1,073.50 of pay- 
ing for these articles when purchased. 
For the privilege of obtaining them 

11 Some of the highest per annum rates are not given 
here, since, in order to compute a composite rate, it 
was necessary to choose purchases with the same 
length of contracts. Twelve-month contracts were 
chosen because of their predominance. 

12 All these plans may be found by consulting previ- 
ous tables, except the one for the encyclopaedia. 
This plan, however, is one which is also in use. 

13 Tn the cases of the automobile and the radio, the 
payments do not turn out to be 12 of equal size. 
The 12th payment is slightly smaller than the 


preceding II. 
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j — 
before fully paying for them, they were bank which operates over the entire 
charged an additional $85.50. Under United States and which therefore may 
the conditions of the installments this be taken as representative of instalj. 
amounts to an effective carrying-charge ment-banking rates, and paid cash fo, 
rate of approximately 16%. ‘This is their purchases, it could have saved 
about the same rate which would be only a slight amount. The carrying 
Taste VI. InstattmMent Purcuases or AN AssumMEpD Typicat Famity 
Th 
Monthly Payments p 
Article Price Down Carrying Rate " 
Payment | Charge _ Co 
Number | Amount 
Automobile .| $768.75 | $256.25 $41.00 12 $48.00 16% 
Radio.... : 95.00 9.00 9.50 12 8.00 20 
Refrigerator 250.00 20.00 18.40 12 20.70 15 
Encyclopaedia 250.00 5.00 16.60 12 21.80 13 
ies = Gol 
Total - $1,363.75 | $290.25 $85.50 12 $98.50 a 
ce 
obtained if the rates for the indi- charge on such a loan would amount to Go 
vidual purchases were averaged to- slightly less than $80. No account is — 
gether. Since only 12-month contracts taken of other factors, such as the total 
were used, this rate is effective for the number’ of installment contracts TI 


entire year. Had this family borrowed 
the $1,073.50, the amount of the total 
unpaid balances, from an _ industrial 


necessary in both cases or the necessity 
of securing comakers for a loan from 
the industrial bank. 
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POSITION OF 


THE 


THE 


LTHOUGH some book publishers 
lieve that the book industry is 
ntirely different in its problems 

ny other industry,” analysis of 
rganization, upon the basis of 
ited information is available, 
that this industry illustrates 
learly in greater or less degree 
important distribution 
that face other industries at 
ent time. Thus a study of the 
lesaler reveals the fact that, 
he has some few problems 
perhaps his own, most of 

r worries are those which have 

vital to wholesalers in most 

helds in recent years. 

10 obtain a clear picture of the func- 

ind activities of the book whole- 


the 


THE 
BOOK 


By COBURN T. WHEELER 


WHOLESALER IN 
TRADE 


saler (or jobber) as an intermediary 
between the manufacturer and the 
retail outlet, it is necessary to outline 
briefly the general organization of the 
industry, in order to see the basis for, 
and extent of, the present division of 
the wholesaling function between the 
jobber, the publisher, and the retailer. 


Organization of the Industry 

The publisher, whether he actually 
owns a book-printing plant or not, is 
the manufacturer, for it is he who 
exercises the entrepreneur function of 
decision as to what books shall be 
manufactured, how and in what quan- 
tity they shall be made, and through 
what channels they shall be distributed. 


The extent to which the publisher 
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himself carries his books through the 
distribution process is, of course, of 
fundamental importance in this study. 
Because they do not distribute through 
jobbers, therefore, we can eliminate 
from detailed consideration (a) pub- 
lishers of “‘subscription books,” who 
by their very nature sell directly to 
consumers, and (b) the very important 
class of textbook publishers. As text- 
books are essentially ‘producers’ 
goods” incidental to the educational 
process, they have to be adapted to the 
needs of that process and are ‘“‘sold,” 
not to the ultimate users, but to the 
school systems. Because of the rela- 
tively limited number of actual buyers, 
therefore, and because of the highly 
competitive nature of this market, 
textbook publishers (who sell nearly 
30% of the books manufactured each 
year) sell and distribute their books 
through their own organizations. Most 
of these publishing houses are of suffi- 
cient size to maintain sales branches 
and warehouses throughout the coun- 
try. The textbook publisher allows 
the jobber, therefore, only the 20% 
discount which he gives the retailer, as 
he does not need the jobber’s services. 
Thus there is neither the necessity nor 
the incentive for the jobber to enter into 
the distribution system for textbooks. 

The “general trade-book”’ publishers, 
on the other hand, manufacture what 
are essentially ‘“‘consumers’ goods,” 
which find their ultimate sale primarily 
through various retail outlets to a 
multitude of individual consumers ac- 
tuated by their own desires. It is in 
the distribution of such books to such 
retail outlets that the jobber finds his 
occupation. 

Altogether, there are over 600 listed 
publishers each year. While a book- 
seller may desire books from any one of 
this large number of publishers, the 


19 largest publishers publish aboy; 
40% of the total of all new titles each 
year; the 47 largest, 60%; and 227 
publishers publish 90% of the total of 
about 10,000 new books appearing 
each year, showing that there is j, 
reality a very appreciable degree oj 
concentration in the industry. 

There is a very marked geographica| 
concentration of publishers in Ney 
York City, with minor concentration; 
in Boston and Philadelphia. This con. 
centration has some bearing on the 
problems of the jobber, as will appear 
later. 


The Jobber 


In marked contrast to the number of 
publishers and retail outlets for books, 
we find that there are only three leading 
jobbing organizations: the Baker and 
Taylor Company, the American News 
Company and its subsidiaries, and 
A. C. McClurg and Company. There 
are perhaps half a dozen others who do 
a small, regional, incomplete, and ap- 
parently declining jobbing business as 
a side line, but it is estimated that 
about 90% of the books distributed 
through jobbers are handled by the 
above three major firms. 

There are marked differences in the 
organization, activities, and methods 
of these leading jobbers, the importance 
of which will become more apparent as 
we proceed. 

The Baker and Taylor Company is 
the oldest jobber in the country, trac- 
ing its geneology back through a line of 
publishing or jobbing houses to 1830. 
The company maintains the most com- 
plete inventory of any house in the 
country, taking into stock about 7,000 
of the 10,000 new titles published each 
year. In all, it is estimated that the 
company has between 60,000 and 70,- 
000 titles in its stock at all times. The 
entire inventory is warehoused in New 
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[he company has only six 
four of whom operate in 
York district, and therefore 
upon mail, telephone, and 
h orders for the majority of its 
try” business. ‘The company has 
red, apparently with marked 
to build up a reputation for 
mplete, and efficient service. 
\merican News Company also 
central office in New York. 
its subsidiaries, however, it 
out 1§0 distributing branches 
shout the country. While it buys 
through the New York office 
ps its largest individual stock 
maintains some inventory at 
f its distributing points through- 
country. Even the main in- 
y is reputed to be not so complete 
t of Baker and Taylor, and the 
h stocks consist, of course, solely 
most current items. The en- 
of the American News Company 
the book-distribution field is of 
recent date, but it has rapidly 
ided its volume so that it now has 
illy as large a _book-jobbing 
as has Baker and Taylor. 
the other jobbers, the American 
Company makes most of its 
ries by its own trucks—those 
deliver newspapers and 






































New 


also 
PaZines. 
\. C. McClurg and Company serves 
\liddle West from Chicago, where 
maintains what is reputed to be a 
ly complete inventory, and operates 
in the manner of Baker and 
In recent years its book busi- 
has been supplemented by jobbing 
of stationers’ supplies, etc. 


The Jobber’s Function 


jobber’s wholesaling function 
be broken down into the following 
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1. To make available to retailers 
on very short notice and in the cor- 
rect quantities “all the books of all 
publishers.” 

2. To promote to some extent cur- 
rent or forthcoming books. 

3. To assist retailers to become and 
remain good customers, through mer- 
chandising advice or “‘service” as to 
the selection of stock, accounting, ete. 

4. To assume the credit risks in- 
volved in sales to a large number of 
small retail accounts. 

It is obvious that these functions can 
be assumed by the publisher, or by a 
cooperative buying organization of re- 
tailers, to the elimination of the whole- 
saler. This is a tendency which we 
have seen in other fields, and a situation 
which holds also in the case of text- 
books, but in all cases there are costs 
involved which must be borne by those 
assuming the function, and in the long 
run the function will probably be per- 
formed by the agency able to do it most 
economically. 

Aside from any promotional or out- 
let-developmental work which the job- 
ber may do, his fundamental service to 
the publisher consists in bunching the 
many small orders from many retailers, 
reducing the publisher’s distribution 
costs, and assuming certain of the 
credit and inventory risks which the 
publisher would otherwise bear. On 
the other hand, he aids the retailer by 
bunching for delivery in one order the 
books of several publishers,! and by 
giving in many cases much more rapid 
service than would be secured from the 
publisher. Providing these services to 

1This means a saving to the bookseller not only 
in the time and clerical expense involved in sending 
and receiving a number of orders, but also often 
means a saving in transportation costs, for the single 
express package from the wholesaler often costs less 
than a number of small parcel post or express packages 
from the publishers, as well as being more rapid. 
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publishers and retailers requires the 
carrying of a large, miscellaneous, and 
highly perishable? inventory. 

However, as has been indicated, the 
jobbers perform other services in addi- 
tion to this fundamental function, 
which may be said to earn for them 
their differential discounts: 

1. At least one of them is equipped 
to give excellent service in the securing 
of out-of-stock, foreign, or other un- 
usual publications. 

2. They undertake to advise the 
bookseller (or library) as to the sala- 
bility (or “‘rentability’) of at least 
the leading books. In this connection 
Baker and ‘Taylor edits a monthly 
periodical, The Retail Bookseller, carry- 
ing “‘best-seller”’ lists, as well as advice 
on store management. The American 
News Company rates forthcoming fic- 
tion by a system of rating which is 
regarded as being of especial benefit 
to lending libraries. Some non-fiction 
is rated, but the rating applies primarily 
to fiction. 

3. They offer free merchandising 
service to the retailer in the form of 
advice as to the opening up of new 
bookstores, and through the selection 
of a balanced stock of books for various 
types of outlets, if so requested. 

These services are highly regarded in 
the trade, and serve to obtain and 
retain many accounts for the jobbers 
which might otherwise go to publishers 
on a strictly price basis. 


Retail Outlets 


The exact number of retail outlets 
for books is not known, nor has any 
classification been made of known 


2In the sense of obsolescence, the average life of 
the ordinary book appears to be seven months or less. 
Cheney, O. H., Economic Survey of the Book Industry, 
1930-31, Final Report. New York: National Asso- 
ciation of Book Publishers, 1931. 
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outlets such as to give an adequat. 
basis for studying them in any detajj 
The preliminary figures of the Unite; 
States Government Survey of Disiy;. 
bution give 2,647 stores as “dealin 
principally in books,” the average 
annual sale of such stores being $42,000, 
These probably may be regarded 4 
the main “regular booksellers.” Th; 
does not include book department; 
of department stores, retail stationers 
and engravers, drug stores, cigar stores, 
or news stands, which carry books a 
side lines. Estimates of the number oj 
these small outlets vary widely, but i: 
is probable that there are as many a 
25,000 outlets which do some retailing 
of general books. In addition to these 
retail outlets selling direct to consumers, 
the American Book Trade Directory 
lists 2,600 rental libraries and 5,800 
public libraries, which are important 
buyers of books, and whose position as 
consumers is now one of the most 
important and much discussed prob- 
lems of the trade. 

One of the jobbers has estimated that 
at least 75% of all the retailers buy 
entirely through the jobber. As the 
jobbers handle only about 25% of the 
total books distributed, however, it is 
obvious that the larger retailers must 
buy directly from the publisher. The 
larger retailers use the jobber for two 
main purposes only: 

1. For small orders of books from 
very small publishers, securing benefits 
of quicker service and/or bunching of 
orders, without sacrificing the larger 
discounts. 

2. For special orders, either of out- 
of-print items or pick-up items o! 
current popularity for special delivery. 

Upon neither of these types of serv- 
ice does the jobber make any profit. 
It is obvious that the jobber, therefore, 
depends for his profitable existence 
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large volume of orders of 
ck items from small outlets. 


{dvance-order System and 
Discounts 
on why the larger retailers 
tly with the publishers lies 
in the nature of the product. 
far failed to discover any 
means of forecasting with any 
the probable sale of a forth- 
ok, publishers seek, by solic- 
‘ir own salesmen, some 
e 500 or 600 largest 
well as the wholesalers) to 


— 


lvance orders for their pro- 
ublications. These advance 


llective guesses of the buyers 
made the basis upon which 
decide on the size of edition 
ted. This advance informa- 
de necessary both by the 


bility” of the product, and by 


ing unit cost of large editions. 


ils 


ce advance ordering and to 


ite for its risks, publishers 


rs a 40% margin on such 
h is the maximum discount 
only the largest quantity 
ereafter. The minimum re- 
unt is about 3344%. The 
lers thus become accustomed 
direct from the publisher’s 


tative, even though the jobber 


them practically the same 
ordinary orders. ‘The me- 
retailers, who receive less 
from the publishers, may buy 
40% of their stock from the 
nal reasons why large re- 
ally buy direct from pub- 
y be the following: 
publisher’s discount figures 
ipplemented by “‘return priv- 
which amount to further 
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2. Jobbers may not have in stock 
at all times a sufficient number of the 
less popular titles to be able to satisfy 
the diversified requirements of the 
larger retailers. 

3. There may be an implicit under- 
standing between the publishers and 
jobbers that jobbers will not actively 
solicit the larger bookstores. 

The discounts given to jobbers by 
publishers range from 42% to 46%, 
and even 50%, of the retail price, the 
size of the discount being determined 
largely by the quantity ordered but 
also to some extent by the bargaining 
position of the jobber in relation to the 
publisher. If we compare these figures 
with the range of retail discounts, it 
may not be too much to presume that 
the jobber may on the average secure 
as much as a 10% margin within which 
to operate. 

The success of the jobber in operat- 
ing profitably depends upon: 

1. Extremely skillful and accurate 
buying—ordering the largest possible 
quantity of each book that will not 
constitute an overstock, in order to 
get the maximum discount. 

2. Keeping administrative and ship- 
ping expenses to a minimum. 

3. Maintaining an accurate check on 
credits in order to minimize such losses. 

4. Maintaining a reputation for rapid 
and exact filling of all orders, whether 
stock or special in nature. 


Trade Problems Affecting the Jobber 

We have seen that the jobber’s 
logical, regular customers are small 
regular booksellers, small department 
stores, stationers, drug and cigar stores, 
news stands, and rental and public 
libraries. As long as these buyers 
remain small units, buying independ- 
ently, there are real limitations to 


the establishing of direct-selling rela- 
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tions with them by publishers. There 
is the possibility, however, that these 
small units may, by integration and 
cooperative buying, increase their di- 
rect purchasing to a point where they 
might threaten the book wholesaler 
as retailers have threatened, and par- 
tially overcome, the wholesalers in 
other lines. 

The Effect of Reprints.—The reprint- 
ing of books, which is still one of the 
most vexing problems facing the trade, 
affects the jobber in two ways. On 
the one hand, the growth of reprints 
increases his business, for reprints, 
being a relatively imperishable and 
fast-selling line of merchandise, have 
been seized upon as a profitable side 
line by department stores, drug stores, 
and news stands. As such outlets are 
usually the jobber’s customers, this 
represents an increase in the jobber’s 
business. On the other hand, these 
same characteristics of reprints make 
them an item which can be bought 
advantageously bya chainor voluntary- 
buying organization without too great 
a chance of loss. Thus a large part of 
the reprints go from the publisher to 
the small outlet, not through the 
jobber, but through the chain and 
cooperative-buying organizations, to a 
large extent canceling out the jobber’s 
gain from this new market. 

Rental Libraries.—Renta! libraries 
are a relatively new phenomenon, and 
the jobbers have been largely instru- 
mental in assisting them to develop. 
In many ways these quasi-consumer 
outlets have become a boomerang to 
the jobber. Competition between job- 
bers and local retailers, and among job- 
bers themselves, to sell to such outlets 
has led to an extension of discounts to 
them to such a degree that they have 
become much less profitable customers. 
Furthermore, there is evidence that an 
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appreciable number of people who ys¢: 
to buy new fiction now rent it, thy, 
bringing a loss of business to the loc, 
bookseller and through him to th 
jobber. Moreover, the standardize; 
nature of the rental-library busines 
has led to the growth of chains in thj 
field, which buy direct from the py} 
lisher, rather than through either jobbe, 
or local bookseller. The loss by job. 
bers of this business, which they hay: 
gone to considerable effort to develop, 
is undoubtedly a considerable blow t; 
them. New chains in this field ap 
still being created. 

Other Chain Movements.—Either be. 
cause of the nature of the product sold 
or because the volume of book sales js 
insufficient to interest chain operator, 
the growth of bookstore chains, other 
than the special cases mentioned above, 
has been negligible, so that the jobber 
has little to fear as yet from this source, 

Public Libraries —This market is at 
present quite unsettled, due to the 
fact that to some degree a_ three. 
cornered fight to serve it is being waged 
among publishers, jobbers, and local 
booksellers. Here again, as in the case 
of rental libraries, such competition by 
sellers has led to increased discounts 
and a correspondingly smaller profit tc 
the vendor. 

Competition between Jobbers.—Th 
rapid growth of the American News 
Company has been a very unsettling 
influence. All of the other jobber 
have undoubtedly lost business to it, 
although much of its business has 
probably been a net increase in sales 0! 
certain types of books through outlets 
which never before carried them. [1 
servicing the news stands, to which 
makes daily deliveries, the America! 
News Company has an_ undoubteé 
advantage over other jobbers, and 
has gradually been extending its bus: 
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Hand-to-mouth Buying.— 
teresting fact that the book 
ls that he has profited, rather 
by the increased hand-to- 
iying on the part of retailers. 
been true because he has 
been organized to handle small 
fitably, and also because an 
in hand-to-mouth buying tends 
t business to him which formerly 
irect to the publisher. If as a 
f this depression—‘‘the first 
pression in the book trade’— 
mouth buying continues as a 
le phenomenon, the jobber 
Ipy a more important, rather 

. less important, place. 


Summary and Conclusion 


the foregoing analysis of the 
yn the jobbers of certain recent 
na in the industry, it appears 
rearrangement in the per- 

- of the jobbing function may 
place. None of the above 
however, appear to be of 
importance to the jobber 
drastically his place in the 
From the point of view of some 
rs, jobbers, and booksellers, the 
iggressive competition to sup- 
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ply certain outlets, on the part of 
jobbers and others, has created a price- 
cutting situation which could be largely 
eliminated if the jobbers could be con- 
trolled in some way in their activities. 
While there is precedent, in Germany 
and England, for a control of jobbers 
in a close-knit organization of the book 
trade for price-stabilization purposes, 
such a plan would not only probably be 
illegal in the United States at present, 
but its success would be predicated 
upon a fairly enlightened and forward 
looking attitude, on the part of the 
whole book trade, which seems at 
present to be somewhat lacking. 

Whatever decision may be reached in 
the future as to the fate of the inde- 
pendence of the jobber, we may prob- 
ably conclude from this study that the 
jobbers are not trying to avoid their 
responsibilities, as certain types of 
jobbers in other fields have attempted 
to do. Altogether, inasmuch as the 
jobber still discharges very real func- 
tions, and inasmuch as the forces 
tending to decrease his importance seem 
to be fairly well balanced by other 
forces tending to strengthen his posi- 
tion, we may conclude—at least for 
the present—that the book jobber may 
maintain just about his present posi- 
tion in the trade, particularly as no 
radical changes seem likely to occur 
in the industry which will materially 
affect that position. 











PRESENT-DAY DEPARTMENT-STORE 
ORGANIZATION 


By MAXWELL KAUFMAN 


PERATING results of depart- 
() ment stores have been very 

unfavorable in recent years. 
Rapidly increasing expense ratios, ac- 
companied by but small increases in 
gross margins, have caused a downward 
trend in net profits. Doubt has been 
expressed as to the continued existence 
of the typical department store as 
an institution of retail distribution. 
Therefore, the time has arrived when 
radical steps must be taken by depart- 
ment stores to preserve themselves. 
They must analyze their operating 
problems from a fresh viewpoint and 
be willing to break with the past in 
arriving at solutions. 

It is the aim of this paper to analyze 
the existing organization set-up with 
especial attention to defects suggested 
by unsatisfactory pay-roll figures, and 
to suggest modifications aimed to attain 
more efficient operations. 


Operating Costs and Pay Roll 


Available department-store figures of 
pay-roll expense and of sales per em- 
ployee suggest that many department 
stores are probably overorganized; 1.¢., 
they have more employees than are 
necessary for the effective conduct of 
operations. In Exhibit I are presented 
typical Gross Margin, Total Pay Roll 
Expense, Total Expense, and Net Prof- 
it percentages derived by the Harvard 
Bureau of Business Research for the 
years 1927-1930. It can be noted 
that Total Pay Roll is over half of the 
Total Expense figure and approxi- 
mately half of the Gross Margin. 
Further, it can be noted that pay-roll 


expense has been steadily rising, wit} 
a very marked increase in 1930 oye; 
1929. 


Exursit [ 
OpreratinGc Resutts oF DepaRTMENT Srores WITE 
Net SAEs OF $2,000,000 or More 











1927 | 1928 1929 | 1930 
Number of re- 

a eee 98 107 133 151 
Gross margin. .|33.6%| 33-8%| 33.6%| 33.6% 
Total pay roll.|/16.5 16.6 | 16.8 | 17.3 
Total expense..|/31.4 | 32.1 32.5 | 34.1 
Net profit..... 2.2 1.7 1.1 0.5* 

















* Loss. 
Source: Harvard Bureau of Business Research, Bulletiz 


#85, 1930, p. 2. 


Inasmuch as department-store sal- 
aries have always been notoriously 
low, with the exception of certain 
executive salaries, it is probable that 
the reason why pay-roll expense ha: 
represented over half of the total 
expense is because of the large number 
of employees in department-store or 
ganizations. Are so many employees 
necessary? Cannot drastic revisions 
downward in pay-roll expense ratios 


Exar II 
AVERAGE SALES PER EMPLOYEE IN DOLLARS 





Sales parva Stores 1925 | 1926 | 1927 | 1928 








l 
Less than 250,000 . .|8,500/8,g00 8, 70018, goo 
250,000— 499,000 . 7,700 8, 500/8 , 500/8 , goo 
§00,000- 999,000 . . 7, 6007 , 800/7 , 600)7 , 300 
1,000,000-1,999,000 . . 7,000]7, 700/7, §20)7, 20 
2,000,000-3,999,000 . . |7,000]7, 700 7 6007 , 309 
4,000,000-9,999,000 . .'7,600/7,900)7,, §20|7 , 600 


10,000,000 and over. . {8,800 8,900 9 ,000)8 , 800 

















Source: Harvard Bureau of Business Research, Bulletiss 
#57, #63, #74 and #78. 


be effected? This would be possible 
if a higher rate of productivity 
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be obtained. ‘The present 
pita for department stores 
low. In Exhibit II are 
typical figures of average 
employee for department 
rying sales volumes for 
1925-1928. 
great significance is the ab- 
yearly trend upwards in per 
luctivity in any of the vol- 
, with the exception of stores 
$250,000-$499,000 group. The 
- remain constant or show 
nward trend. The figures sug- 
lepartment stores have either 
led their forces or else placed 
employees in relatively un- 





lu positions. 
| st likely explanation of the 
w sales per employee, or 
per capita, in department 
that the ratio of nonselling to 
ployees has been too high. 
ores the ratio of nonselling 
employees is 50%, and in 
larger stores a ratio of 60% 
mmon. ‘The high ratio of 
selling employees is un- 
due to the 
ion of labor has been carried 


high degree to 


ent stores in 
has been placed upon in- 
ialization; duties have been 
1 subdivided. It is true 
wt that, up to a certain point, division 


recent years. 


ults in economies, because 
rall productivity is increased. 
certain point, however, the 
ductivity fails to increase 
int proportional to the addi- 
litures for employees. In 
department stores carried 

of labor too far in their efforts 
ze functions, for it has then 
iry to create new positions 
those 


late the activities of 





: | in the specialized functions. 
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So many persons are now engaged in 
administrative, operating and manage- 
ment work that, of a typical depart- 
ment-store pay roll, about 55% is 
expended for direct productive selling 
efforts and 45% for indirect helpers— 
individuals behind the firing line, as 
it were.! 
Checks on Overdivision of Labor 


How far should a department store 
carry division of labor? How many 
employees can a store have before 
it is overmanned? Statistically, it is 
dificult to answer these questions. 
However, there are certain figures that 
would be of assistance in arriving at 
an answer. First, the individual store 
could compare its figures of average 
annual sales per employee with such 
common or typical figures as might be 
available. Such a comparison, if un- 
favorable, would suggest that the store 
had carried division of labor too far. 
Secondly, an internal comparison of 
productivity per capita over a period 
of years would indicate the trend 
within the particular store. If the 
trend were definitely downward, or 
if there were no trend present at all, 
the inference would be that an analysis 
of the store organization would be 
advisable, assuming that there 
no external factors that could account 
for the adverse showing. ‘Thirdly, a 
year-by-year comparison of the ratio 
of pay-roll to total would 
indicate whether or not pay-roll ex- 
pense was tending to constitute an 
increasing proportion of total expense 
and___ therefore watching. 
Fourthly, a year-by-year comparison, 
say, on a ratio chart, of pay-roll expense 
with annual average sales per employee, 
the trends and 


Stanford 


were 


expense 


required 


in order to observe 
1Emmet, Boris, Department Stores, p. 21. 


University: Stanford University Press, 1930. 
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relative rates of increase or decrease, 
would be of interest and might point 
out the existence of overorganization. 
If the pay-roll expense were rising at 
a rate out of proportion to the rate 
of increase in the productivity per 
capita, this would indicate that the 
overall productivity of the store was 
not being sufficiently increased by the 
division of labor to compensate for the 
additional expenditures on personnel. 

In addition to the statistical meas- 
ures here suggested, department stores 
should carefully examine their present 
organization set-up, with a view to 
determining whether or not all the 
employees carried cn the pay roll are 
essential to the effective conduct of 
the store’s operations. Also, an ex- 
amination of the history of the store’s 
organization would be helpful. Trac- 
ing through carefully, year by year, 
the organization set-up to learn how 
it has evolved and changed during 
those years, and to see how it has 
expanded and contracted with varying 
business conditions, might enable de- 
partment-store executives to determine 
what size and type of organization 
best met their needs. Unfortunately, 
many department stores have _ prob- 
ably not had or preserved organization 
records that would enable them to 
make such a study. 


Present Store Organization 


In view of the unfavorable situation 
revealed by the high pay-roll expense 
ratios and low productivity per capita, 
it will be well at this point to consider 
the whole matter of present depart- 
ment-store organization set-up, with 
a view to determining whether or not 
it is most conducive to the effective 
performance of the duties and functions 
involved in the operations of a depart- 
ment store. In order to determine 
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whether a particular form of organiz,. 
tion is good or bad, it is first necessary 
to examine the functions that must |. 
performed, and then to consider the 
existing organization in relation ty 
those functions. In the last analysis 
there are only two principal functions % 
retailing—to buy and to sell wanteg 
merchandise at a profit. Mazur lists 
a variety of activities that must be 
performed to do this and then groups 
these activities into four main divisions, 
as follows :? 


‘, ease tata Division, responsible 
or 
(a) Planning of stocks 
(b) Control of stocks 
(c) Buying 
(d) Planning of events 
(e) Selling 
2. Publicity or Sales Division, respon- 
sible for 
(a) Advertising 
(b) Display 
3. Store Management Division, respon- 
sible for 
(a) Personnel 
(b) Selling force 
(c) Service 
(d) Maintenance 
4. Controlling Division, responsible for 
(a) Accounting 
(b) Expense control 
(c) Statistics 
(d) General merchandise control. 


Each 
powers 
p And h 
p the vai 
Pto ext 
S They | 
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B of all 
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illustra 
This four-division type of organization FB on th 
is fairly typical of larger department J divisio 
stores today. ‘That the various activi- BF the po 
ties mentioned are all necessary will F manag 
generally be agreed. That the four to buy 
division set-up makes for the most BF goods; 
effective performance of these activi how m 


ties is, on the other hand, open to he atte 


question. In the pages that follow, of the 
an attempt will be made to point out is the 
that the form of organization advocated provid 

Nor 





2 Mazur, P. M., Principles of Organization Applied 
to Modern Retailing. New York: Harper & Bros, 
1927. 
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‘9a \fazur is undesirable in that it deur complex, too. Not content with 
e vision of labor too far, intro- his job of managing the advertising 

nu ricate lines of authority and_ division as such, at times he attempts 
le irtmental relationships, results to step into a position of greater power 
io -heaviness, places too much em- and calls himself sales manager. In 
ni n checks and balances, causes this position he dictates sales events 
ti issension, and fails to create to the merchandise division and re- 
wa operation. Anelaboration quires the merchandise division to buy 
ar points is desirable. what he, as the sales manager, thinks 
us partment stores have grown, should be bought. The sales manager 


kept adding new functions 
lividing existing functions, un- 
what was once a very simple 
tion, a highly complicated 
has developed, with spe- 
‘this and specialists for that. 
uperstructure of executives 
<ecutives has been built up, un- 


w many stores are overorganized. 
rspecialization and Usurping of 


Functions 

specialist has been given certain 
ind certain responsibilities. 
nan nature being what it is, 
us executives have attempted 
nd and increase their powers. 
ave come to regard their own 
ur tasks as the most important 
ind have attempted to place 
divisions in a position superior 
it of the other divisions. To 
te, the controller has encroached 
bailiwick of the other three 
heads. He is often given 
r to dictate to the merchandise 
how much to sell, how much 
and at what price levels to sell 
he tells the publicity manager 
h to invest in advertising; and 
mpts to control the expenditures 
rvice manager, even though it 
sponsibility of the latter to 

idequate service. 
in the controller 
1. The publicity or advertis- 
er has suffered from a gran- 





alone be 








claims that he should be the one to set 
In his posi- 


price levels for the store. 
he considers 


tion as manager 
service an accessory to his division and, 
therefore, attempts to control the ac- 
tivities of the service or store-operations 
division. 

The store manager, along with the 
controller and the publicity manager, 
has attempted to usurp for himself 
many of the duties and responsibilities 
of the other divisional heads. He feels 
that service is the sine gua non in depart- 
ment-store operation. Therefore, he 
should have control of the salesforce, 
he asserts. Inasmuch as adequate 
stocks are a part of good service, the 
store manager claims the right to have 
a say as to the size of stocks. In his 
position of immediate contact with the 
consumer, the store manager believes 
that it is his right to tell the merchan- 
dise division what goods are desired by 
consumers and what kinds of sales 
events will be most successful. And, 
finally, the store manager feels that he 
is best fitted to determine price levels 
and the quantity of goods to be bought. 

The merchandise manager considers 
himself to be the all-important cog in 
He be- 


division 


~ 1 ~ 
Sales 


the department-store machine. 
lieves that the advertising 
should be an adjunct to the merchan- 
dising division, on the grounds that 
it is the responsibility of the former 
division to make known to the public 
the gor ds bought by the latter division. 
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The merchandising division should di- 
rect the advertising division in the 
preparation of the advertising and the 
planning of special events. In order 
to obtain direct contact with the con- 
sumer, the merchandise manager feels 
that the control of the salesforce should 
be vested in the merchandise division. 
By such direct contact the merchandise 
division will be assisted in its purchases 
and, inasmuch as it has bought the 
goods, it is most familiar with the 
selling appeals and therefore can do the 
best job of selling. ‘The quantities to 
be bought should be determined by the 
merchandise division, as should also the 
price levels at which the goods will 
be sold. The merchandise manager 
feels that buying and selling are the 
essential functions in the operation of a 
department store and that his division 
is the most capable of performing these 
functions; the other divisions are merely 
accessory to his. 


Checks and Balances 


In order to prevent the encroach- 
ment of one division into the field of 
another, definite lines of authority and 
responsibility have been set up. In 
the establishment of these lines of 
authority and responsibility, the aim 
has been to create a system of checks 
and balances. Each division is to 
serve as a watchdog over the other 
three. ‘To illustrate: the controller is 
given the function of expense control 
to prevent the service manager from 
expending too much in his task of 
rendering service to the public. The 
advertising or publicity division has 
been given the right to refuse to 
advertise goods which the merchandise 
division wishes to put on sale, it being 
the responsibility of the advertising 
division to take the consumer point of 


view. The comparison or shopping 


office is often found in the Publicity 
division. It is the purpose of thi, 
office to shop other stores and to com- 
pare the merchandise sold in its ow, 
store with that found in competitive 
stores; the comparison office thereby 
serves as a check on the merchandise 
division to see that the departments 
composing it maintain their competi- 
tive position. The argument in fayo; 
of placing the shopping office in the 
publicity division is that, if the office 
is to be an effective check upon the 
merchandise division, it should not be 
subordinate to the latter. So, too, 
the store manager has been given cop- 
trol over the salesforce in order to 
prevent the buyers from forcing the 
salespeople to sell goods which, for 
some reason or other, probably repre. 
senting a mistake in buying, have not 
been selling well and would not be 
satisfactory to the consumer. 

If such a system of checks and 
balances as is in existence in most 
department stores is necessary, one 
begins to wonder if the department 
store as a retail institution is funda- 
mentally sound. A system of checks 
and balances inhibits the development 
of and experimentation with new or 
radical ideas that may be conceived 
by one of the divisions. The system 
certainly does away with teamwork 
andcooperation. The benefits of group 
thinking and group action are lost 
through rigid adherence to definite 
lines of responsibility and authority. 


The Need for Cooperation 


What is needed in department-store 
organization is more cooperation and 
group thinking in the conduct 0! 
operations, and less emphasis upo! 
lines of authority and_ responsibility 
and upon checks and balances. A 
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rkit 1g Organization with a 
I should be the goal 
nt-store organization. ‘The 
aim in the conduct of a 
store should be borne in 
ely, to buy merchandise 
imers want and to sell it 
Buying and selling are 
ic functions to be performed. 
ctions can best be performed 
erchandise division and, with 
tion of certain specialized 
the other functions that 
performed by the other divi- 
uld be but adjuncts to the 
ise division to assist it in 
1 selling effectively. 
at the matter very simply, 
e no question as to the fit- 


irpose 













t merchandise division, as- 
it it has a capable force of 
to buy the merchandise. The 
advertising should also be 
the hands of the merchandise 
for, after all is said and done, 
lamental aim of advertising 
the attention of the consumer 
goods being advertised and 
ittract customers to the store 
tate the sale of the goods. 
handise division has bought 
goods and wishes to sell 
is familiar with the selling 


that can best be used when 
if the merchandise. The 
f sales promotions should 


in the merchandise division, 
idvertising department should 


ite and assist in the making 
plans. The advertising de- 
should not dictate to the 


lise division but should be 
ite to it, confining its efforts 

‘ifically to the preparation 
lvertisements which will assist 
le of those goods bought by the 


lise division. 
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So, too, the service aspect of de- 
partment-store operation in the last 
analysis is designed to aid in the sale 
of goods, and for that reason the service 
department of the store-operations divi- 
sion should not be on a plane coordinate 
with the merchandise division; it should 
be removed from the store-operations 
division and placed in the merchandise 
division. The various functions now 
performed by the service division are 
really accessory to the fundamental 
functions of buying and selling. By 
placing the service division under the 
merchandise division, control of the 
salesforce automatically is placed in 
the hands of the latter division. And 
this is as it should be, for it is only 
through direct contact with the con- 
sumer that the merchandise division 
is able to determine most accurately 
consumer wants and consumer buying 
habits. It has been argued that con- 
sumer wants and likes or dislikes can 
be determined through the examination 
of carefully kept records of sales. 
However, to take a homely example, 
all the records in the world will not 
warn a buyer that mesh silk hose have 
a tendency to stretch at the tops; 
only through direct contact with the 
consumer, such as the salesperson has, 
is such a fact indicated. It is not 
maintained here that buying and selling 
can never be divorced, but it is main- 
tained that greater unity of action 
and cooperation can be obtained by 
keeping the two functions together. 
There is basically no need of having the 
one check on the other. 


A Suggested Change in Organization 


From the discussion, it can be seen 
that the proposal is to place under the 
merchandising division the _ responsi- 
bilities of buying, selling, service, pub- 
licity and sales promotion. ‘The control 
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of expenses will be left to those de- 
partments responsible for the expendi- 
tures. Instead of a four-division type 
of organization, a three-division type 
appears more logical and far more sim- 
ple, as shown in Exhibit III. In addi- 
tion to the merchandising division, there 
will be a store-operation and mainte- 
nance division, and a control division. 
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room and other service devices, elevato, 
men, door men, floor superintendens, 
and section managers. One teaso, 
for the subordination of the SErVice 
division is the feeling that, in th. 
future, department stores must place 
less emphasis upon service as a mean; 
of developing trade; entirely too much 
is being spent on various service ¢e. 


Exursit III 
ORGANIZATION CHART 
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To the store-operation and main- 
tenance division will be delegated such 
functions as protection, repairs and 
maintenance, traffic, including receiving 
and marking, stockroom, warehouse, 
and delivery. The other functions usu- 
ally put under store operation will 
be placed in the service department of 
the merchandising division and will 
include personnel (employment, educa- 
tion, and welfare), personal-service 
bureau and adjustment bureau, rest 


vices which may or may not be bringing 
profits to the stores. 

The third division is the contro 
division. It will be the duty of this 
division to confine its efforts to ac- 
counting, credit, and statistical work. 
It will check on the other divisions 
in the sense that it will observe the 
results obtained by them and indicate 
where such results are of an unsatis 
factory nature. The controller’s office 
will prepare the tools of management, 
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ccounting and statistics, for 

f the general manager or 

vice president of the store. 

the responsibility of the vice 

t. rather than of the controller, 

where necessary the activities 
ther divisions. 


f Concentration of Functions 


be claimed that the organiza- 
proposed is radical; that a 
th such an organization “will 
pot”’ because there will be no 
checks and balances and 

o much power is placed in 
handise division. However, 
right kind of executives the 
rganization should work. 
that a higher type of mer- 
e manager and buyer may be 
y, in view of the greater respon- 
and powers being placed in 
merchandise division. But more 
ive executives will be worth 
What is needed, as pre- 
stated, is cooperation and a 
f store-mindedness. A _ buyer 
his spirit will not attempt to 
the public goods which, in 
ng run, will damage the reputation 
store. He will not force the 
tising manager to advertise goods 


( 











f on 


atisfactory nature. Instead, 
iyer will cooperate with the 
rtising manager; what will be 


tised for sale will represent the 
of group thinking and group 
The service manager will en- 
to provide adequate service 
inimum cost; instead of coming 
nflict with the controller, it 
up to him to cooperate with 
tter and arrive at an agreement 
the amounts to be expended. 
yr no thought will be given to 
rigid adherence to lines of authority 
‘sponsibility. The various pol- 
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icies to be adopted will be deter- 
mined by the various divisions and 


departments jointly. This does not 
mean the establishment of a strict 
routine of committee meetings. The 


formality of committee action is not 
so effective as the action of a group of 
men getting together in informal meet- 
ings or discussions to consider partic- 
ular operating problems. 

By concentrating most of the im- 
portant functions of department-store 
operation in the merchandise division, a 
certain unity of operation is achieved. 
Intricate lines of authority and inter- 
departmental relations are done away 
with; this will mean a smoother-work- 
ing organization and will help to elimi- 
nate internal dissension. ‘The top- 
heaviness of the four-division type 
of organization is eliminated, inasmuch 
as there will be fewer executives at 
the very top. 

In the set-up proposed, the buyer will 
play an important part. The success 
of the whole organization will be largely 
dependent upon him. ‘The writer can- 
not agree with the statements, made 
frequently of late, to the effect that 
the buyer is doomed to extinction and 
that his job is an anomaly. While it is 
true that the buyer may perform a 
number of diverse functions* such as 
buying, receiving, advertising, directing 
stock work, supervising sale of mer- 
chandise, handling finances connected 
with buying and selling, and handling 
people, the solution is not to split up 
his various tasks among a half-dozen 
individuals but rather to employ a 
higher type of buyer, one of the calibre 
capable of handling the various tasks 
connected with a buyer’s job. To 
split up his task will result in lack 
of unity and cooperation and will not 


New 


> Guernsey, J., Retailing Tomorrow, p. 224. 
York: Dry Goods Economist, 1929. 


~~ eer 





a —_— 





252 HARVARD BUSINESS REVIEW 


provide the buyer with the sort of in- 
formation he needs in order to do a good 
job in the selection of merchandise. A 
good buyer will make effective use 
of the publicity and service divisions 
located in the merchandise division, 
keeping in mind always the general 
good of the whole store. It is not 
impossible to find such a buyer if a 
salary commensurate with the worth 
of such a buyer is paid. 


Conclusion 


In summary, pay-roll expense ratios 
and per capita productivity figures 
suggest that present department-store 
organization is not so efficient as it 
might be. The four-division type of 
organization appears to have carried 
division of labor too far, which in turn 
has resulted in overorganization and 
top-heaviness. Too much emphasis 
has been placed on checks and balances 
at the sacrifice of store-mindedness 
and unity of action. A more simplified 
organization, in which the various 
functions connected with buying and 
selling are placed in the merchandise 
division, is recommended. The three- 


divisional set-up proposed, with ; 
proper personnel, will develop group 
thinking and group action on operatiny 
problems; less regard will be paid 
established lines of responsibilities and 
authority. The organization recom. 
mended should effect a low pay-rol] 
expense ratio on the whole, even though 
it may necessitate the employment o; 
a few higher-salaried executives for thy 
merchandise division, inasmuch as gay. 
ings should result through the employ. 
ment of lower-salaried executives in the 
other divisions, the functions of whic} 
have been diminished in importance, 
The more efficient working of the 
proposed organization should result jy 
an increase in productivity per capita. 
That the recommended organization 
is not in line with that generally used 
by department stores is recognized, 
but it is felt that department stores 
must no longer cling to tradition. 
If they wish to hold their own and als 
improve their position as an institution 
of retail distribution, they must be 
prepared to do a complete about-face 


as far as many of their methods oi 


operation are concerned. 
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COMMINGLED 


f the greatest problems of 
trust-department management is 
administration of small trust 
Not only is it difficult in many 
secure proper diversification 
tments, but the small trust 
generally unprofitable. A 
is administered in the same 
large one—separate records 

- kept for each account, and it 
upervised by a trust officer 
wed by the trust-investment 
As a result, the cost of 
tering trust of $10,000 is 
y the same as for one of 
lespite the fact that the fee 
only about one-tenth as large. 
is true that a small account 
ike its contribution to overhead 
, a large number of small trusts 
an increase in overhead which 
than the value of this 


a 











moe 
ution. 


The Small-trust Problem 


ise small trusts are unprofitable, 
always the danger that they 
t receive such careful supervision 
should. This is particularly 
ble for, because of the difficulty 
iding risks widely in a small 
the effect of a single loss upon 
neficiaries of a small trust 
tionately greater than upon the 
ries of a large one. Conse- 
small trusts should be even 
arefully supervised than large 
\gain, because of the unprofit- 
of small trusts, many large 
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TRUST 
By EDWARD L. CLIFFORD 


FUNDS 


trust companies do not care to handle 
trusts of less than $25,000; being in a 
position to obtain a large amount of 
profitable business, they can afford to 
take this stand. Inasmuch these 
large institutions are in the best posi- 
tion to establish efficient trust organ- 
ization, it would seem that they were 
depriving the individuals of small 
means, who most need it, of their 
efficient service. If banks have a social 
obligation to make their service avail- 
able to the whole community, they 


as 


must arrange to give efficient service 
to the small trusts. 

It must not be thought, however, 
that a bank has absolute control over 
the size of the trusts which it accepts. 
Banks are named trustees under wills 
without their knowledge and, when 
informed of their appointment after 
the testator’s death, they cannot refuse 
to act on the grounds that the estate 
is too small. ‘To do so would result in 
the old social outcry against the “money 
trust” and would generally invite such 
a tremendous amount of criticism that 
a loss of valuable trust business would 
result. Inasmuch as the largest pro- 
portion of estates probated are of less 
than $25,000, there is no likelihood that 
banks will cease to receive this type of 
testamentary appointments.” In fact, 
the number of appointments for small 
estates will probably increase because of 
the efforts being put forth by corporate 
trustees to make the American people 
“‘trust-minded.”’ Again, small trusts 


290.2% of estates pr ybated in selected counties 


rity of banks and trust companies con- of the United States, 1912-1923, were of less 
trusts of less than $25,000 to be small than $25,000. Smith, James G., Trust Compante 
rdingly this is considered to be the im the United States, p. 396, Table Il. New York: 
‘small trusts” as used in this article. Henry Holt & Co., 1928. 
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arise from wills which provide for the 
establishment of a number of separate 


trusts. 


Future Growth of Trust Business 


The problem is made all the more 
serious as a result of the rapid growth 
which has taken place in the corporate 
trust business in recent years, a growth 
which has every indication of continu- 
ing. In the first place, there are com- 
paratively few large estates to be 
obtained; thus, if the trust business is 
to continue to expand, it will be 
necessary for corporate trustees to 
solicit the small and less profitable 
estates.* In the second place, as the 
American people become more “trust- 
minded,” the demand for living, as 
well as testamentary, trust service by 
individuals of small means will un- 
doubtedly increase, provided of course 
that the corporate trustees perform their 
investment functions satisfactorily. 

There is excellent reason also to 
believe that the volume of trust busi- 
ness handled by corporate fiduciaries 
is going to continue to increase. In 
the first place, the growth of the 
personal-trust business of corporate 
fiduciaries during the past two years 
has proved that it is comparatively 
immune to fluctuations in general busi- 
ness conditions. While there are no 
figures for the growth in the trust 
business handled by all corporate fidu- 
ciaries during the past two years, there 
are figures for the national banks. 


3In a study of the probate records in 24 selected 
counties of the United States for the years 1912-1923, 
it was found that estates of over $50,000 constituted 
62.2% of the total value of estates probated and only 
4.7% of the number of estates. Estates of $10,000 to 
$50,000 represented 24.3% of the value and 17.8% of 
the number, whereas estates of less than $10,000 made 
up only 13.5% of the value but 77.5% of the total 
number of estates. Smith, James G., Op. cit., p. 399, 
Graph II. 
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These figures show that during th 
fiscal year ending June 30, 1931, th. 
number of individual trusts handle; 
by national banks increased 12.60 
total personal-trust assets increase 
17%, and gross earnings increase; 
17.2%.* ‘These figures compare fayo;. 
ably with those for the fiscal ye; 
1930, which showed a 20% increas 
in the number of individual trusts, only 
a 5.5% increase in total trust assets, 
and an 11% increase in gross earnings, 
While these percentages could not } 
applied to the total corporate-trys 
business of the country, because oj 
the short time during which nationa| 
banks have been able to engage in the 
trust business, they are a very definit: 
indication that the personal-trust bus- 
ness has been growing during thes 
last two years of depression. 

The volume of living and _ testa. 
mentary trusts managed by corporat: 
trustees can also be expected to con- 
tinue to increase at a rapid ate, 
During the past few years, individuals 
have turned more and more to corporate 
trustees for investment advice and 
management. Convinced of their own 
inability to invest their wealth wisely 
and dissatisfied with the advice giver 
them by brokers, investment bankers 
and investment trusts, they are looking 
for an institution that can supply able 
investment management. However, it 
is not to be inferred that corporate 
fiduciaries can secure this business 
solely because of the odium attached 
to these other financial agencies. They 
must improve their investment-man- 
agement activities, in some cases tre 
mendously, or they will find themselves 
losing the advantage which this depres- 
sion has given them. Especially wi! 
they meet keen competition from the 





* Report of the Comptroller of the Currency, Just 
39, 1931, p. 19. 
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Commingling of Small Trusts 
trust companies have recog- 
the increasing importance of the 
t problem and have at- 
to find its solution. One 
ethods which has been strongly 
ited by some trust officers is 
fthe commingled fund. Under 
| either all or a part of the funds 
number of individual trusts are 
sled in one large fund which is 
ted and administered as a unit. 
ticipation in the fund is represented 
me form of certificate of beneficial 
which is nonnegotiable and 
nassignable except to the trust com- 
y as trustee. The price of the 
rtificates, which usually are issued 
ther monthly or quarterly, is based 
the unit value of the securities 
the fund on the date of issue. 
method apparently has been 
discussed and seriously con- 
by a number of trust com- 
At the present time there are 
‘n institutions using thirteen differ- 
types of com.ningled funds.* ‘These 
is differ greatly with respect to 
th form and purpose. ‘The Brooklyn 
mposite Trust Fund, operating under 


e McWhinney, Leroy, “‘ Extending to Trusts the 
Mingled Investments,”’ 
Midwinter Trust Conference, February 1931; 
ber of articles in Trust Companies Magazine. 
Trust Company; City Bank Farmers 
mpany (4); Guaranty Trust Company of 
k; Irving Trust Company (3); Old Colony 
mpany; Bank of America (Calif.); Equitable 
npany of Wilmington (2). 


Proceedings, 





COMMINGLED TRUST FUNDS 
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a declaration of trust, is designed 
solely for the benefit of trust accounts, 
and its funds are distributed among 
stocks, bonds, and mortgages. On the 
other hand, Irving Investors Manage- 
ment Company, Inc., operates three 
common-stock funds, two in trust form 
and one in form, for the 
benefit of investors as trust 
accounts. Again, the Equitable Trust 
of Wilmington has two funds, one 
invested entirely in legal securities and 
the other in a diversified list of bonds, 
stocks, and mortgages, participation 
in both being restricted to individuals 
establishing trusts. The special pur- 
poses for which these funds have been 
created have not always been the same, 
for, whereas the Guaranty Trust Com- 
pany established its fund especially 
to handle small trusts, the Irving 
Investors Management funds were es- 
tablished “‘for that part of aninvestor’s 
capital which may be appropriately 
allocated to common-stock investment 
over the long term.” In the case of 
the City Bank Farmers Trust Com- 
pany, still another development has 
taken place. This institution has its 
“uniform trusts” in which are mingled 
voluntary revocable living trusts, each 
participating trust terminating at the 
death of the trustor; and the City Bank 
Farmers Fund (c), Inc., in which are 
mingled the assets of testamentary, 
living and life-insurance trusts. The 
Old Colony Common Stock Fund is 
still different, in that large as well as 
small trusts may participate, the sole 
object being to afford a means of 
investing small amounts in a diversified 
list of common stocks. 

Although commingling trust funds 
in their entirety is a new idea, trust 
funds have been mingled in part for 
the case of funds in- 
and at least 


cC yrporate 
well as 


years in 
mortgages, 


many 
vested in 
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one court decision has upheld this 
practice.’ However, where the entire 
trust is mingled, specific authorization 
to commingle must be given in the trust 
instrument if the fund is to be so 
handled;’ in which case, there is no 
question as to the legal right of the 
trustee to commingle. 


Advantages of Commingling 


From the standpoint of investment 
management, very definite advantages 
are to be secured from commingling. 
Obviously, greater diversification can 
be secured for the small trust when it 
is handled in this way than when it is 
handled individually. Losses are mini- 
mized, in that there is greater spreading 
of risks, and at the same time the 
purchasing power of the income is 
preserved.® Another important advan- 
tage that would seem to exist, but 
which would be difficult to measure, 
is that of unconsciously forcing the 
trustee to “clean house” at the time 
the trust is established. ‘Trustees are 
given the power to retain original 
investments, and it appears that they 
sometimes are influenced by this power 
to hold such securities when they should 
be sold. But when power is given to 
commingle, trustees would be forced 
to sell the client’s securities in order 
to invest in the commingled fund; 
in the case of a small trust, they 
would usually sell all and not just part 
of the original securities. 

One of the greatest advantages to 
be derived from this plan is in connec- 
tion with the periodic review of ac- 





7 In re Union Trust Co., 219 N. Y. 514. 

5’'The Equitable Trust Company of Wilmington 
invests trust assets in its fund, composed entirely of 
legal securities, without the authority of the creator. 

® Individual handling often results in the sacrifice of 
greater yield from small trusts, by investing in savings 
deposits and government bonds in order to reduce risk. 
The commingled fund would make this unnecessary. 
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counts, for the number of accounts t, 
be reviewed would be decreased }y 
the number of trusts Participating jn 
the commingled fund. Also the com. 
mingled fund would be reviewed more 
frequently than the individual accounts 
due to the fact that every time a ney 
account was added new funds would 
be available for investment. This fact 
coupled with the necessity for valuing 
the account either monthly or quar. 
terly, would keep this fund constantly 
in the limelight. Furthermore, the 
unavoidable discrimination which js 
present when a single security is sold, 
from among a large number of accounts. 
would be removed to a large extent, 
Finally, this plan would make for 4 
more uniform trust portfolio. 

Many trusts are administered jointly 
by a bank and one or more co-trustees. 
This is sometimes likely to create a 
rather troublesome problem for the 
corporate fiduciary, in that the con- 
sent of the co-trustee must be obtained 
before the bank can act; if he is away 
on business or on a vacation, this 
cannot be obtained immediately—often 
to the disadvantage of the trust. The 
commingled fund also offers a solution 
to this problem in that, once the co- 
trustee has given his consent to invest 
in the fund, he need not be consulted 
again on investment matters.” 


Difficulties of Commingling 


There are, however, a number of 
practical difficulties in the installation 
and operation of such a fund, and it 
is because of these difficulties that its 
development has not secured greater 
recognition by the banks. In_ the 
first place, the commingled plan could 
not be applied to all small trusts. 





” Barclay, George C., ‘“Commingled Trust Funds 
Offer Broader Scope for Trust Business.” 7ru.t 
Companies Magazine, November, 1931, p. 618. 
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the income is presumably removed 
from taxation. It is possible, how- 
ever, that the Government may forbid 
this procedure, on the grounds that 
it is a tax subterfuge. In certain 
jurisdictions the corporation is 
subject to state franchise taxes and 
state regulation. In the case of the 
trust form, this difficulty has appar- 
ently been eliminated by a recent 
ruling of the Commissioner of Internal 
Revenue, to the effect that income 
from such a fund is taxable only to 
the beneficiaries and not to the trustee. 

Again, the use of the commingled 
fund would result in greater publicity 
being given to the specific trust in- 
vestments made by the corporate fi- 
duciary. This true in 
the case of institutions, the 
Brooklyn Trust Company, which ad- 
vertise their commingled-trust port- 
folio. Banks generally not care 
to have their list of trust investments 
made public, especially when they have 
some which have turned out badly. 
Accordingly, this feature of the plan 
might be considered distinctly disad- 
vantageous from the standpoint of the 


also 


is especially 


such as 


do 


bank. Also, the fact that the commin- 
gled fund resembles the investment 
trust in certain important respects 


might well work to the disadvantage 
of the bank at the present time in 
securing new business. While all these 
factors must be considered, it is be- 
lieved that, neither singly nor in the 
aggregate, are they of sufficient impor- 
tance to offset the advantages to be 
gained from commingling. 


Clerical Costs of Commingling 


However, there is one very important 
problem connected with the use of 
the commingled fund which is of 
sufficient importance in itself to cause 
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one to question the advisability of using 
this plan: the effect of commingling 
upon clerical labor and expense. As 
was stated above, one of the primary 
reasons for commingling is to make 
small accounts profitable. If this will 
not make them profitable, or if it will 
increase their unprofitableness, then 
there is grave doubt as to whether this 
method should be used. 

It has been seen that the labor con- 
nected with the review of the trust 
accounts will be reduced. It is also 
fairly obvious that the number of 
bookkeeping entries, as regards income 
and purchases and sales, will be dras- 
tically reduced. On the other hand, 
the clerical work with respect to es- 
tablishing and terminating the trust, 
paying out income to the beneficiaries, 
and keeping separate folders and rec- 
ords for each account will be the same 
as if they were handled separately. 
At the same time there will be a 
tremendous increase in both the labor 
and the problems involved in account- 
ing for income for tax purposes. For 
the individual trust it is fairly simple 
to secure totals for the various classes 
of taxable and nontaxable income; in 
the case of a commingled fund set up 
as a trust, however, these figures can 
be obtained only after a number of 
laborious operations. The proportion- 
ate interest of each participating trust 
in the fund must be determined; since 
the size of this fund and the number 
of participants are continually chang- 
ing, these percentages are never the 
same on any two dividend dates. 
These percentages having been secured, 
they are then applied to the income, 
less expenses, of the commingled fund 
for the particular quarter in order to 
determine the share of each trust in 
this income. For tax purposes, this 
total must be broken down into the 
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various classes of income, such 3, 
dividends, interest on tax-free bond; 
interest On municipals, and interest on 
taxable bonds. Accordingly, this per- 
centage must be applied to each clas; 
of income received by the commingled 
fund. 

As an illustration of the labo; 
involved, let us suppose that a fund 
composed of 4,317 units receives $197.6; 
as interest on trust funds deposited 
in the banking department. In orde; 
to apportion the income it will be 
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necessary to multiply $197.63 by a 
as many times as there are participating 


trusts; x in each case being the amount 
of participation. When this has to be 
done for six or eight different classes 
of income, it is apparent that a great 
deal of labor is involved. Therefore. 
it can be seen that it is a great deal 
easier to credit income to a hundred 
different accounts than it is to credit 
it to one account and then split it up. 

The fact that a trust company is 
located in a state which does not have 
an income tax does not materially 
reduce the labor involved, because 
this procedure must be gone through 
for Federal income-tax purposes just 
the same. Where there is a state 
income tax, as in Massachusetts, the 
income of the commingled fund must 
be broken down still further, in order 
to show income from securities which 
are tax-exempt in this particular juris- 
diction. In Massachusetts the state 
income tax is assessed against the 
trustee. Accordingly, this item is paid 
from the commingled fund before divi- 
dends are declared. Now, if the tax 
accounting is to be done accurately, 
that part of the income which belongs 
to beneficiaries who reside outside 
Massachusetts, and so are not subject 
to the Massachusetts tax, must be set 
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Therefore, 


the various 


ntaxable securities. 
eficiaries will pay a higher tax 
they will under a fund set up as a 
although in the case of a small 
this difference will be very small. 

[he executives of one of the large trust 
ies using the incorporated fund 

tated that they adopted this 
because it greatly simplified ac- 

ing problems and that they were 

to work out a set-up which would 

te most tax difficulties. Another 
perating a small incorporated 
tated that clerical expenses were 
luced, but that they probably 
in the case of a large fund. 
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ic] the tax is computed. If commingled funds, inquiries were made 
b done, the nonresident bene-_ of six banks regarding the effect which 
€ are paying a higher tax than commingling had had upon clerical 
is | uld; if it is done, the tax-ac- expense. Of the five banks replying, 
| ¢ problem is further compli- two stated that clerical expense was not 
ing! Consequently, it would appear decreased and three that it was de- 
il labor is greatly increased creased. Of the two answering in the 
lal ymmmingled fund is set up negative, one uses the corporate form 
, declaration of trust. and one the trust; of those replying in 
97. nt that the fund is incorpo- the affirmative, two use the trust form 
necessary to keep corporate and the third has both. The bank 
and the accounting procedure having both forms stated that, in the 
m that used for trusts. In case of the incorporated fund, clerical 
fa trust company well versed expense was reduced considerably; they 
1,31 ite procedure this is probably stated that, in the case of the trust, 


there was “‘considerable bookkeeping” 
but that this expense did not increase 
materially as the fund grew. Both 
of the banks replying in the negative 
operate comparatively small funds, 
whereas two of those replying in the 
affirmative have very large funds. 
Again, one of the two banks in which 
clerical expense was not reduced stated 
that they did not believe that it could 
be reduced even in very large funds; 
the other bank, which used the corpo- 
rate form, believed that a reduction 


would take place in funds of over 
$5,000,000. 

While the experience of these banks 
seems to show that clerical expense 


either has been reduced or could be 
reduced, provided that sufficient size 
were obtained, several banks were con- 
sulted which had considered commin- 
gling but had given up the idea primarily 
because they felt that expenses would 
be increased. Accordingly, there is a 
very real difference of opinion among 
bankers as to whether a reduction in 
expenses can be effected by commin- 
gling. It does seem, however, that a 
reduction in clerical labor and expense 
would not be the result of commingling, 
but would result from the development 


of a special accounting system, and 
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it ich a reduction would be the 
I ither than the rule. 
& } 45107 
Summing up, it is seen that all trust 
mpanies have small trusts to ad- 
minister and that, as the trust business 
grows, this number willincrease. ‘There 


is no question but that they constitute 
a real problem, not only from the point 

view of profitableness, but also from 
the standpoint of investment manage- 
it. While all banks using the plan 
have agreed that commingling provides 

more satisfactory way of administer- 
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ng small trusts than separate 
handling, tl doubt 


; to whether they can be made profit- 


there is c ynsiderable 


able by the use of commingling. In 
view of the other uncertainties in- 
volved in the use of the commingled 


fund, it seems that the adoption of 


this plan is not feasible unless either 
administrative expense is decreased or 
a higher fee can be charged. In at 


least one case, a trust company has 
arged a higher fee; this be 
1 as a general policy, however, 
because of the differences in the pur- 
poses for which these funds have been 
established. There is also the problem 
of to that the 


cannot 


new clients 


explaining 


commingled service is worth the addi. 
tional charge, and at the same time 
convincing old beneficiaries that theip 
trusts are receiving just as carefyl 
supervision in spite of the lower fee 

Two things are believed to be neces. 
sary before these funds can have either 
a wide or a profitable application. Jy 
the first place, there is need for further 
clarification of the tax status of the 
funds both by the Federal and by the 


state governments. In the second 
place, in order that all small trusts 
may be mingled in such a fund, 


specific legislative authority to com. 
mingle is desirable. If this authority 
were given and if trust companies were 
permitted to mingle assets as insurance 
companies do, the commingled fund 
would be of great advantage. 

In conclusion, it would seem that, 
while the commingled fund has many 
excellent features to commend it, it is 
of dubious practical value at the pres- 
ent time due to the serious administra 
tive problems involved in its use, 
Because these problems do not lend 
themselves to easy solution, this de 
velopment has been slow in the past, 
in spite of the enthusiasm of its pro 
ponents, and it may not be expected 
to show any rapid development in the 
immediate future. 
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